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September 26, 2002

Ms. Lynda Dorr, Secretary

Public Service Commission of Wisconsin
P.O.Box 7854

Madison, Wisconsin 53707-7854

Inre: Docket 05-US-115 relating to Accounting Treatment for Patronage Capital of
Telecommunications Cooperatives. Comments in answer to question 1 of the
August 26 Notice Requesting Comment.

Dear Ms. Dorr:

My name is Robert Cropp. I am a professor of agricultural economics within the
Department of Agricultural and Applied Economics, and Director of the University of
Wisconsin Center for Cooperatives, both at the University of Wisconsin-Madison. For
better than 36 years with the University of Wisconsin System I taught courses in,
conducted research and provided extension/outreach programs directed at cooperatives,
marketing and agricultural policy. More specifically with cooperatives I provide training
for boards of directors, employees and managers, assist cooperatives with strategic
planning, equity capital management, cooperative taxation, and manager appraisal and
evaluation.

It has come to my attention that the Public Service Commission of Wisconsin (PSC) has
proposed to classify “patronage capital” of telecommunication cooperatives as
“additional paid-in capital” by members of the cooperative. This proposal not only is
inconsistent with long standing operating principles of cooperatives established by both
state and federal cooperative and tax laws, but also jeopardizes the major source of equity
capital for these cooperatives. Classification as additional paid-in capital would establish
a new form of contribution of capital by the members to the cooperative (since telephone
cooperatives do not issue stock.) In this case, the additional paid-in capital would go to
the utility part of each cooperative, and become unavailable to the elected board for

investment in other activities to serve members. The utilities should not need this capital, m JC C/

because their rates by definition recover their costs, including reasonable levels of capital /
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for investment in plant. It is up to the Board of directors to decide whether the return of
equity to members, or reinvestment in new services (most likely some of both) is
appropriate.

The widely accepted definition of a cooperative is stated as follows, “A cooperatives is a
business owned by its users, controlled by its users with benefits accrued to the users
according to use or patronage”. The ownership implies that members have the
responsibility to provide necessary start-up equity capital and to provide operating capital
to maintain and grow the business. This equity capital requirement should be in
proportion to individual member’s use or patronage of the cooperative. Control implies
that cooperatives are controlled by the members on a democratic basis, usually on the
basis of one-member-one vote as required under Wisconsin cooperative law. And then
benefits accrue to individual members in proportion to their use or patronage of the
cooperatives. These benefits are from the goods and services offered by the cooperative
and from the return of profits (net income, net savings, net margins) to individual
members in proportion to use or patronage of the cooperative.

Members of cooperatives provide equity capital as direct investment, retained patronage
refunds, or from the sale of common and preferred stock. Direct investment normally
provides a relatively small amount of the equity capital needed for telephone
cooperatives. Telephone cooperatives rarely if ever sell stock. Instead a membership fee
is sometimes collected, but even that has become uncommon. The sale of preferred stock
is not commonly used even by other cooperatives because state law restricts annual
dividends to 8% or less and dividends paid are not treated as a business expense from
either state or federal tax laws. The dominant means of obtaining equity capital is through
retained patronage refunds. It is important to note that when the refunds are paid to
members, the "patronage refund” (or whatever term is used) is actually a price
adjustment on the member's earlier business with the cooperative. It is not "dividend
income" on an investment, in the traditional, corporate sense. Equally important, the pay-
out of patronage refunds is reported as an exclusion from taxable income of the
cooperative.

By state law, the elected board of directors has fiduciary responsibilities to make sure the
cooperative is adequately capitalized and to establish and monitor financial standards that
protect the equity capital provided by members. In this capacity, annually at the end of
the cooperative’s fiscal year the board of directors appraises the financial condition of the
cooperative and decides the amount of profits or net income that shall be returned to
members on the basis of use of the cooperative as a patronage refund, how much should
be used to retire older member equity (redemption of equity), and how much should go
into “un-allocated equity”. The directors decide, based on the equity capital needs of the
cooperative, what portion of the patronage refund should be paid out in cash to the
members and what portion should be retained (“retained patronage refund”) to build up
member’s equity obligation to provide necessary operating capital. This retained
patronage refund is referred to as “allocated equity”. The retained patronage refund is the
equity investment by an individual member. This equity capital is distinguished from
“un-allocated equity” or “permanent capital”. Un-allocated equity is not associated with



any one member, but is equity capital as a whole. There is no obligation for the
cooperative to pay back the un-allocated equity capital to members unless the cooperative
would dissolve. It makes sound business sense to have some un-allocated equity capital
to serve as a capital reserve. Members of a cooperative share in both the profits and
losses of a cooperative. In the event that occurs, the loss can be covered by drawing down
the un-allocated reserve. Most lenders require the cooperative to maintain a level of un-
allocated equity.

But, in the case of retained patronage refunds, this is allocated equity and there is an
obligation to pay back - redeem - this equity in a reasonable period of time. Therefore,
allocated equity is temporary equity capital and not permanent capital. This is a unique
means of financing cooperatives and is referred to as a “revolving fund”. Current active
members of the cooperative invest a portion of their net income from the cooperative
each year as their equity capital responsibility (retained patronage refund), and a portion
of the cooperatives net income is used to redeem older equity (retained patronage refunds
allocated 5, 7, 10 years ago). Thus, this revolvement fund plan maintains the ownership
of the cooperative in the hands of active members and is consistent with the definition of
a true cooperative - ownership by users.

The Commission directive to reclassify patronage capital to classify retained earnings as

" Additional Pain-in Capital” would, by all indications, choke-off the primary source of
capital available to the Board for use in the members' best interests. The revolving fund
of retained, allocated patronage refunds contains members' money. Revolvement of paid-
in capital does not fit the operational scheme established for cooperatives in tax law.
Indeed, if tax status is affected because of failure to operate on a cooperative basis, it
could have dire tax consequences for the cooperative and its members and ratepayers.

Finally, there may be tax implications on how equity capital is handled. The IRS has
established a “single tax” treatment on net income generated from use of patronage of the
cooperative. That is, in the year net income is earned, either the cooperative or the
member will assume the tax obligation. Net income from patronage may be allocated to
members according to patronage, and by doing so, the cooperative pays no income tax on
this net income. The member assumes the tax obligation. But, this is only possible if the
member consents, that is, agrees to this. Consent is usually provided in the bylaws of the
cooperative (which were approved by members) or in a signed membership agreement. A
telephone cooperative may retain up to 100% as allocated equity (retained patronage
refund). The member assumes the tax obligation on the entire 100% of the patronage
allocated, in the year in which it is allocated. Later, when the retained patronage refund
is redeemed, there is no tax obligation for the member because taxes were previously
paid. There is an exception: the member has income tax liability if his/her business with
the cooperative was itself for a business purpose. The tax is owed by the patron because
all or part of the member's telephone bill was (presumably) deducted as a business

expense.

So clearly, from an accounting standpoint, in order to meet the recognized business
structure as a cooperative, to fulfill the accepted operating principles of a cooperative and



to meet the IRS tax rulings, allocated retained patronage refunds must be distinguished
from un-allocated equity (direct member investment, preferred stock, etc.). Clearly, these
allocated retained patronage refunds are not “additional paid-in capital” by members of
the cooperative.

Sincerely,

Robert Cropp, Professor and Director,
Univ. Wisconsin Center for Cooperatives
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Ms. Lynda Dorr, Secretary SE?
Public Service Commission of Wisconsin )
P.O. Box 7854 T
Madison, Wisconsin 53707-7854
Subject: Wisconsin PSC Docket 05-US-115 - Accounting Treatment of Patronage

Capital of Telecommunications Cooperatives
Dear Ms. Dorr and Commissioners:

It has come to the attention of the Rural Telephone Finance Cooperative (RTFC) that
your Commission is investigating possible changes in the accounting treatment for the
patronage capital of telecommunications cooperatives. As the primary private lender to
the rural telecommunications cooperatives in Wisconsin, RTFC has a significant interest
in the outcome of this proceeding and submits the following comments in the docket
indicated above.

The Rural Telephone Finance Cooperative is a not-for-profit, member-owned financing
cooperative that provides loans and other financial services to RUS-eligible telephone
companies and cooperatives and their affiliated organizations. RTFC is affiliated with
the National Rural Utilities Cooperative Finance Corporation (CFC), the primary private
lender to America’s rural electric cooperatives. CFC (including RTFC) has assets of
approximately $20 billion.

RTFC presently has approximately $29 million lent to Wisconsin’s telecommunications
cooperatives. These funds were used to help build Wisconsin’s rural telecommunications
infrastructure. With this much exposure in Wisconsin, we have a direct interest in the
finances and regulatory treatment of our borrowers.

Issue 1: “Whether the Commission’s patronage capital accounting directives as it
concerns accounts 4520, ‘Additional Paid-In Capital’ and 4550, ‘Retained Earnings’ and
its interaction with Wis. Stat.196.204 addressed in the Chibardun Order should be
extended to all ILEC telecommunications cooperatives or a portion thereof. If not,
whether the Commission’s Chibardun order concerning patronage capital accounting
should be rescinded.”

FC
RTFC Comment: Cooperatives, whether agricultural, electric, telephone or financing, M
must allocate margins to members in order to legally function as cooperatives. RTFC is a C@%
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South Dakota cooperative. Article X of our bylaws sets out the requirements for the
allocation and distribution of the “net proceeds” (margins) of the cooperative. Included
in this article is the sentence, “All such amounts credited to the capital account of any
patron shall have the same status as though they had been paid to the patron in cash in
pursuance of a legal obligation to do so and the patron had then furnished the Association
corresponding amounts for capital.” This constitutes “subordination of capital”, which
along with “democratic control” are principles necessary to meet the IRS test for acting
on a cooperative basis.

The Commission’s action in the Chibardun Order puts Chibardun’s cooperative status at
risk. This could mean that the cooperative incurs income tax on member-derived
revenues — a significant additional expense. Also, if the margins allocated to patrons are
perforce locked up in “Additional Paid-In Capital,” the member/patrons of the
cooperative are deprived of their share. If one considers the patrons’ allocated margins as
an offset against the cost of service, the Commission has effectively raised the local
service rates of Chibardun ratepayers. This action should not be applied to the other
telecommunications cooperatives in Wisconsin, nor should it any longer be applied to
Chibardun.

Not only is this a rate increase, but a taking of the members’ equity in the cooperative.

By putting member’s equity in “Additional Paid-In Capital,” it is locked up and not
available to distribute to member/patrons on whatever schedule Chibardun had previously
followed. The only other likely option for returning patronage to member/patrons is for
Chibardun, on a going forward basis, to distribute all or nearly all margins to the patrons.
This will cripple Chibardun’s ability to raise debt capital not only for unregulated,
competitive ventures, but also for core ILEC improvements and extensions. The
Commission decision in the Chibardun case punishes Wisconsin residents and an
organization owned by and operated for the benefit of rural Wisconsin residents. It
should rescind the decision immediately.

Issue 5: “Whether the treatment or consideration accorded to patronage capital by other
governmental agencies (e.g., RUS), via legal requirements (including court cases or other
legal directives) or external lenders influence in any way and, if so, to what extent, the
accounting treatment to be accorded to patronage capital.”

RTFC Comment: All of the telecommunications cooperatives in Wisconsin get the bulk
of their debt financing for core LEC infrastructure from the RUS and Rural Telephone
Bank (RTB). RTFC is primarily a supplemental lender, providing senior debt capital for
projects for which RUS/RTB funds are not available. We hope that the RUS will clarify
the impact the Commission’s position on the accounting treatment for patronage capital
will have on RUS’ ability to provide further funding to Wisconsin cooperatives and on
the cooperatives’ ability to comply with existing mortgage covenants.

RTFC, as a national lender, provides funding for telephone cooperatives in all states that
have such entities. Because the regulatory environment in a state materially influences
our financing decisions, we make every effort to stay abreast of adverse actions. We are



aware of no other state besides Wisconsin in which regulators have issued or proposed
rules that treat patronage capital as anything other than retained earnings.

Relative to our financing of Wisconsin telephone cooperatives, RTFC sees the following
impacts unless the Commission reverses its position on patronage capital:

e The ability of these cooperatives to secure financing for non-core projects will be
non-existent. Given the Wisconsin law that limits a telco’s ability to invest in
subsidiaries engaging in competitive ventures to the amount of its retained
earnings, the Commission’s reclassification of patronage capital to “Additional
Paid-In Capital” reduces telecommunications cooperatives’ retained earnings to
zero. Thus these cooperatives will have no funds that they can legally invest in
new, competitive ventures.

e Without equity investment by the cooperative, neither RTFC nor any private
lender will lend to finance the competitive entity. RTFC has never provided 100
percent debt financing. Certainly in today’s challenging capital markets
environment, no lender would provide 100 percent debt financing for a start-up,
competitive enterprise.

e Absent financing for these telecommunications cooperatives, residents of rural
Wisconsin will be deprived of teleccommunications services such as high-speed
data and video that their urban counterparts enjoy. Large, absentee-owned service
providers will be able to reap monopoly profits without fear of competition and
without the need to invest in modernized facilities.

In summary, RTFC supports the proposal of the telecommunications cooperatives in this
matter. Retained equity is essential for these cooperatives to borrow funds needed to
improve and extend telecommunications services. The cooperatives’ proposal to create
two sub-accounts of account 4550 will preserve patrons’ allocations and assure the
cooperative that it will have the necessary member capital for growth and reinvestment.

RTFC strongly urges the Commission to adopt the two sub-categories of retained
earnings for telecommunications cooperatives in order to accommodate the unique
capitalization regime under which cooperative utilities operate. To do otherwise will risk
severe financial injury to the cooperatives and their patrons.

Please feel free to contact me if you have any questions. Thank you for your
consideration.

A W

Henry 1. Buchanan, I
Vice President of Industry Affairs
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September 27, 2002

RECT"TD)
Ms. Lynda L. Dorr SEP 3 0 2002
Secretary of the Commission s
Public Service Commission of Wisconsin TELECONCSON

610 N. Whitney Way
Madison, Wisopnsin 53705

RE: Docket 06-US-115
Dear Ms. Dom:

The Rural Utilities Service (RUS) appreciates the opportunity to respond to the
Commission’s request for comments regarding the accounting treatment for
patronage capital by telecommunications cooperatives as addressed in the
above referenced docket.

RUS is an agency of the United States Department of Agriculture, empowered by
the Rural Electrification Act of 1936 (RE Act), as amended, fo provide financing
to Rural America for the purpose of furmnishing and improving electric,
telecommunications, and water and environmental services. RUS provides
financing for the construction of plant to approximately 700 telecommunications
companies and cooperatives. RUS borrowers keep Rural America connected to
one another and the world.

A rural telephone cooperative is a not-for-profit business organization owned
entirely by its members and operated for the benefit of those members. A
cooperative's operations are governed by its bylaws, which serve as a
contractual agreement between the cooperative and its members. Af the end of
each fiscal year, any operating profit (margin) eamed by the cooperative is
allocated to the members in the form of patronage capital (capital credits). While
the tax code requires that a cooperative return these capital credit allocations, in
cash, to the members within a reasonable period of time after the close of the
fiscal year, utility cooperatives have been granted an exemption. Utility '
cooperatives are permitted to refain allocated capital credits until such time as
the cooperative’s management determines that these payments would not impair m FC
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the cash position of the cooperative, This exemption is, in part, justified by the
extremely large investment in plant assets required for the operation of a utility.

The accounting for patronage capital is not prescribed in generally accepted
accounting principles; rather, it was developed by RUS and its borrowers and is,
in effect, a hybrid of the accounting that would be found in the equity section ofa
profit oriented entity. The equity section of a profit-oriented entity consists
primarily of capital stock and retained eamings. Capital stock represents the
capital contributed to the entity by its owners (investors) while retained eamings,
which is the accumulated eamings net of dividend distributions, represents the
return, to the owners, on capital that they have invested. Patronage capital,
which is the major component of the equity section of a cooperative, is a
combination of capital stock and retained eamings. Patronage capital represents
both the accumuiation of eamings net of patronage refunds (similar to retained
eamnings) and the owner’s (member’s) contribution of capital to the cooperative
(similar to capital stock).

RUS has always taken the position that assigned patronage capital represents
capital contributed to the cooperative by its members. RUS recommends that
the bylaws of an RUS cooperative dlearly state that the amounts paid in excess
of costs and expenses of providing service are fumished as capital. RUS'
position that assigned pafronage capital represents capital contributed to the
cooperative by its members would appear to be supported by the United States
Tax Court which ruled that the payment of patronage dividends represents a
return of capital.

As a condition of the mortgage, RUS requires compliance with 7 CFR Part 1770,
Accounting Requirements for RUS Telecommunications Borrowers (Part 1770), a
uniform system of accounts (USoA) that permits its borrowers to maintain only
one set of books for financial and regulatory record keeping. This system of
accounts is based on the Federal Communications Commigsion’'s Part 32
modified to accommodate accounting for RUS debt and the cooperative form of
organization, Within Account 4550, Retained Eamings, RUS has added the
subaccounts, 4550.1-4550.6. Specifically Accounts 4550.4, Patronage Capital
Assignable, and 4550.5, Patron's Capital Credits Assigned, require the
segregation of equity contributed by the members/owners of a telephone
cooperative in the form of unretired patronage capital from traditionally
recognized retained eamings that would be found on the balance sheet of a for-
profit business entity. Because this segregation exists, we believe itis
unnecessary to reclassify patronage capital assigned or assignable to Account
4520, Additional Paid-In Capital. The balances in these accounts are readily
avallable for the purpose of reporting to the Wisconsin Public Service
Commission (Commission). For this reason we see no reason to add Accounts
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4550.1, Retained Eamings, Patronage Capital Unassigned, and 4550.2,
Retained Eaming, Patronage Capital Assigned, as they already exist in Part
1770. Specifically, Accounts 4550.1 and 4550.2 have already been designated
as Operating Margins and Nonoperating Margins, respectively, in Part 1770,
Additionally, Part 1770 contains Account 4540.21, Memberships Issued, fo
identify the value of membership certificates issued. We see no reason to create
a new Account 4511, Members Equity, for this purpose. We have included as an
attachment to these comments, descriptions of Account 4520, Additional Paid-In
Capita!, Account 4540.21, Memberships issued, as well as Account 4550,
Retained Eamings, and all related subaccounts.

In conclusion, RUS believes that Part 1770, as it currently exits, accommodates
the circumstances discussed in Docket 05-US-115 pertaining to the accounting
for cooperatives.

Sincerely,

. ledirsuan

KENNETH M. ACKERMAN
Assistant Administrator
Program Accounting and Regulatory Analysis

Attachment
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Selected Definitions from 7 CFR Part 1770
4520 — Additional Paid-In Capital

(a)  This account shall include the difference between the net proceeds
(including discount, premium and stock issuance expense) received from
the issuance of capital stock and the amount includable in Account 4510,
Capital Stock, unless such difference results in a debit balance for that
class of stock, in which case the amount shall be charged to
Account 4550, Retained Eamings.

(b)  This account shall aiso include gains arising from the retirement and
cancellation of capital stock. Losses from retirement and cancellation of
capital stock shall be charged to this account to the extent that there exist
credits in this account for the same class of stock; otherwise to Account
4550,

4540.21 - Memberships Issued.

This account shall include the face amount of membership certificates
outstanding. A subsidiary membership certificate record shall be maintained to
reflect the detail of the balance in this account.

45650 — Retained Eamings

(a) This account shall include the undistributed balance of retained eamings
derived from the operations of the company and from all other
transactions not includable in the other accounts appropriate for inclusion
of stockholders’ equity. :

(b)  Subsidiary records shall be maintained wherein are recorded all entries to
retained eamings during the year such that the detail of the entries may be
disclosed to this Commission.

4550.1 - Operating Margins

This account shall include armounts received or receivable from the furnishing of
telecommunications service in excess of costs incutred in the furnishing of such
service, If costs exceed revenues, the excess cost of fumishing
telecommunications service shall be recorded as a debit to this account.

4550.2 - Nonoperating Margins

This account shall include margins arising from transactions or activities not
related to the fumishing of telecommunications service. Included in this account
are receipts from investments, income from investments, income from
nonoperating plant, and revenues derived from services performed for others
incident to the company’s regulated telecommunications operations.
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4550.3 - Other Margins

This account shall include patronage capital credits assigned to the cooperative
by other nonprofit organizations prior to January 1, 1970, which were not credited
directly to an operating expense account as a reduction in the cost of furnishing
telecommunications service. No entries shall be made to this account unless it is
to distribute or eliminate prior balances in conformance with the bylaws of the
cooperative.

4550.4 - Patronage Capital Assignable

This account shall include all amounts transferred from operating margins,
nonoperating margins, and other margin accounts, which are assignable to
individual patrons.

4550.5 - Patrons’ Capitat Credits Assigned

This account shall include the amounts of pafronage capital which have been
credited to individual patrons. A subsidiary patronage capital ledger shall be
maintained so as to reflect the amount of capital furnished by each patron and
the amount of such capital returned to the patron.

4550.6 - Gain on the Retirement of Capital Credits

This account shall include credits resulting from the retirement of patronage
capital through setilement of individual patrons® accounts at less than 100
percent of the capital assigned to the patron. The portion of patronage capital not
returned to patrons under such setiements shall be debited to Account 45650.5,
Patrons' Capital Credits Assigned, and credited to this account.

This account shall also include amounts representing patronage capital
authorized to be retired to patrons who cannot be located. Retumed checks
issued for refirements of patronage capital, after an appropriate waiting period,
shall be credited to this account and a record shall be maintained adequate to
enable the cooperative to make paymernt to the patron if and when a claim has
been established by the patron.
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September 30, 2002

RECENT, =
Lynda L. Dorr 002 w‘ ,;r i‘g e
Secretary of the Commission SEP 301 Q‘@
Public Service Commission of Wisconsin TELECCH o ,ﬁ»’ -
P.O. Box 7854 DW'W“ ik &
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RE: Docket No. 05-US-115 - Accounting Treatment for Patronage Cap1ta1 by :
Telecommunications Cooperatives r:

Dear Ms. Dorr:

I write to you today, on behalf of the Wisconsin State Telecommunications
Association (WSTA) — Small Company Committee, in support of Wisconsin’s 11
telephone cooperatives and their comments regarding Docket No. 05-US-115 -

Accounting Treatment for Patronage Capital by Telecommunications
Cooperatives.

We believe a PSC order directing telephone cooperatives to classify retained
earnings in account 4520 as additional paid-in capital would result in
unnecessary hardship on the co-ops and would negatively affect their patrons.
If ordered, this re-classification of retained earnings could jeopardize the
cooperative status of the ILEC co-ops, and eliminate the primary source of
equity available to cooperatives.

We also agree that re-classification of retained earnings, as additional paid-in
capital, would put the co-ops’ tax status at risk because the return of patron’s
retained capital is fundamental to cooperative “operation on a cooperative
basis.” In addition, there is no known precedent for the re-classification, so the
IRS position is unknown. A negative decision by the IRS could have significant,
negative and unwarranted consequences for cooperatives.

As you probably already know, Wisconsin has more independent small

telephone companies and cooperatives than almost every state in the union.

For decades rural Wisconsin has benefited because these small telephone

companies and cooperatives have provided a high quality and level of service to Meéc
their customers. These companies and cooperatives are often the only

providers of unregulated and competitive services to rural areas including,

Internet service, local telephone service, sophisticated telecommunications A’ CT
equipment and maintenance, and cable television service.

COMMITTEE: ' T\{/Q

MIKE JENSEN, CHAIR, Amery ) THOMAS SQUIRES, Manawa

PAUL BERG, New Lisbon MICHAEL THEIS, Madison

PHIL NASS, Newton FRED WEIER, Strum

PATRICK RIORDAN, Pulaski DOUG WENZLAFF, Wisconsin Rapids

DAVE LULL, Blue River DENNIS BACHMAN, New Auburn



Therefore, the WSTA — Small Company Committee urges the PSCW to make a
ruling supporting the proposal of the cooperatives to restore two sub-accounts
of the Uniform System of Accounts to accommodate cooperative patronage
capital. Thank you in advance for your thoughtful consideration of this matter.

Sincerely, @
Wil lons

Mike Jensen, Chair
WSTA Small Company Committee
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WARREN J. DAY

Attorney at Law
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E-mail wjday@attglobal.net or
warren.day@wfcmac.org

September 30, 2002 s ) N
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Ms. Lynda Dorr, Secretary 0CT S

Public Service Commission TELECed s o

P.O. Box 7854 i

Madison, W1 53707-7854

Re: TRANSMITTAL LETTER AND MOTION: 05-US-115 - Accounting Treatméﬁt
for Patronage Capital by Telecommunications Cooperatives

Dear Ms. Dorr:

The Wisconsin State Telephone Cooperative Association and the Wisconsin Federation
of Cooperatives jointly submit the enclosed comments and exhibits in the above-
referenced investigation. We have included the original and fifteen copies.

MOTION

The Wisconsin State Telephone Association and the Wisconsin Federation of
Cooperatives (movants) hereby request an order by the Commission to create two
subaccounts of retained earnings in the PSC USOA to accommodate the recording of
patronage capital of ILEC cooperatives. The movants also request creation of a new
account for the recording of cooperative "member equity". The particulars supporting
this motion, including precise wording of the accounts, in contained in the attached
comments in Docket 05-US-115.

Thank you for your cooperation.

Sincerely yours, A

% 09 MFC
Warren J. Day Pl
Attorney, Wisconsin Telephone Cooperatives and Lo

the Wisconsin Federation of Cooperatives A
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DOCKET 05-US-115

WISCONSIN STATE TELEPHONE COOPERATIVE ASSOCIATION
WISCONSIN FEDERATION OF COOPERATIVES

OCTOBER 1, 2002

SUMMARY OF COMMENTS

* Proposed PSC Reclassification Of Cooperative Patronage As Additional Paid-In
Capital Is Inconsistent With Decades Of Cooperative Accounting Conventions and
Legal Precedent

e The Subaccounts Requested by ILEC Cooperatives Actually Restores The PSC Pre-
1988 Treatment Of Cooperatives' Patronage Capital - Two Subaccounts of Retained
Earnings

¢ The Accounting Change Would Threaten Cooperatives' Tax Status And Interfere
With "Operation On A Cooperative Basis" - A Legal Principal Fundamental To The
Cooperatives

® The Commission Has Mis-Interpreted The Meaning And Operation Of The Standard
Cooperative Bylaw In Use For Decades And Supported By Law

® Rural Wisconsin and Cooperative Members will Be The Big Losers Under PSC
Reclassification Because It Will Limit Retained Earnings Available For Investment In
Rural Wisconsin, And Risk Investments Made To Date In Rural Areas.

¢ Reclassification By The PSC Would Ignore The Desires Of Cooperative Members,
Expressed In Annual Cooperative Meetings And Through Democratically Elected
Directors
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1. Whether the Commission's patronage capital accounting directive as it concerns
accounts 4520, Additional Paid-in Capital and 4550, Retained Earnings, and its
interaction with Wis. Stat. s.196.204 addressed in the Chibardun Order should be
extended to all ILEC cooperatives, or a portion thereof. If not, whether the
Commission's Chibardun Order concerning patronage capital accounting should
be rescinded.

Introduction to all comments by telecommunications cooperatives

The cooperatives believe a PSC order directing them to classify retained earnings in
account 4520 as additional paid-in capital (hereinafter "re-classification") was
misguided and based on a fundamental lack of misunderstanding of how cooperatives
operate financially. The reclassification order could jeopardize the cooperative status of
the ILEC co-ops, and eliminate the primary source of equity available to cooperatives.

So important is this issue to (all) co-ops that we invited comments from Professor Robert
Cropp, a University of Wisconsin expert on cooperatives, from the National Rural
Utilities Cooperative Finance Corporation (a prominent co-op lender), and from the Rural
Utilities Service of the USDA, a lending agency and rural development advocate. Also
consulted in the preparation of these responses was Mr. Thomas Strait, an expert in tax
and accounting for telephone and electric cooperatives. (Resume' attached.)

Re-classification of retained earnings (Account 4550), as additional paid-in capital
(Account 4520) puts the co-ops' tax status at risk because the return of patron's retained
capital is fundamental to co-operative "operation on a cooperative basis." (Rev. Rul. 72-
36, Attachment 5 to June 4, 2002 letter.) There is no known precedent for the
reclassification, so the IRS position is unknown. A negative decision by the IRS would
have monumental consequences for the cooperatives.

A Short Answer to Issue 1, First Part

No, the Commission "re-classification" order in Chibardun should not be extended to
other ILEC cooperatives. The bylaw common to all of the ILEC co-ops has a meaning
that is well-established in law and used uniformly by cooperatives (utilities and non-
utilities alike) across the nation.

The FCC USOA defines account 4520 as follows:

(@) This account shall include the difference between the net proceeds
(including discount, premium and stock issuance expense) received from the
issuance of capital stock and the amount includable in Account 4510, Capital
Stock, unless such difference results in a debit balance for that class of stock, in
which case the amount shall be charged to Account 4550, Retained Earnings.
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(b)  This account shall also include gains arising from the retirement and
cancellation of capital stock. Losses from the retirement and cancellation of
capital stock shall be charged to this account to this account to the extent that
there exist credits in this account for the same class of stock: otherwise to
Account 4550,

As you can see the intent of FCC USOA 32.4520 is for stock based Companies.

(Mr. Thomas Strait has provided a comprehensive response which addresses several of
the issues in the docket. The complete answer is included here and there will be cross-
reference by paragraph number in other responses.)

Mr. Strait writes:

(1) In general, the concept of “additional paid in capital” in financial accounting applies
to entities organized with “capital stock.” The spread between the issue price and par or
stated value of issued stock is typically reported on the balance sheet under a heading
such as “Additional Paid-In Capital” or “Capital in Excess of Par Value.” It is most
commonly used by for-profit corporations to account for the total sales price of stock sold
to investors-owners, although a limited number of farmer cooperatives may be organized
on a stock basis.

(2) Borrowers of from the Rural Utilities Service (RUS) must comply with the Uniform
System of Accounts (USOA) it publishes, and any system of accounts prescribed by
federal or state regulators. Pursuant to the RUS USOA for telephone borrowers (as
published on line at www.usda.gov/rus/telecom/publications/html/1 770.htm), the
following is stated as it relates to using accounts 4510 and 4520:

(3) Account 4540.11 Capital Stock Subscribed.

This account shall include the par value of
capital stock for which legally enforceable
subscriptions have been received but for which,
at the date of the balance sheet, stock
certificates have not been issued.

This account shall be debited and Account 4510,
Capital Stock, credited when a subscriber has
paid the subscription in full and stock
certificates are issued. [Emphasis added.]

(4) The companion account to Account 4540.11 is described in the USOA as follows:
Account 4540.31 Installments Paid on Capital Stock.

This account shall include the amount of
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installments paid on capital stock on a partial
or installment payment plan by subscribers
against whom there is no legally enforceable
subscription contract, and who are entitled to be
reimbursed the principal amount of their
payments, with or without interest, in the event
they fail to complete payment for the stock and
receive certificates therefore.

This account shall be debited and Account 4510,
Capital Stock, credited with the par value of

capital stock when the total subscription is

received and the stock certificates are issued.

Any difference between the purchase price of the
subscription and the par value of the stock shall
be credited to Account 4520, Additional Paid-In
Capital. [Emphasis added.]

(5) One might question why the RUS would have Accounts 4510 and 4520. The answer
is that a substantial number of RUS telephone borrowers are small, for-profit telephone
companies organized on a stock basis. These accounts do not apply to telephone
cooperatives organized on a membership basis.

(6) Cooperatives typically are organized under “not-for-profit” statutes of the various
states. Telephone cooperatives are organized as membership organizations and may or
may not actually collect a membership fee when a customer becomes a member. In
recent years there has been a trend among telephone cooperatives not to collect any
membership fee from new members.

(7) Therefore, it appears that the Commission is trying to force, via erroneous accounting
prescriptions, capital structures for telephone cooperatives that are inappropriate and
incorrect. The notion of “Capital Stock” and “Additional Paid-In Capital” apply only to
stock companies.

(8) As for the standard language appearing in virtually all telephone cooperatives’ bylaws
regarding the excess collected over cost, it is derived in part from federal income tax law
requirements, and from cooperative principles that have existed for over 100 years.

(9) In terms of the historical context, cooperatives have served groups of individuals who
have come together to obtain a service at cost. Because cooperatives are non-profit
generally, there is no one else to provide equity capital to such an organization.
Accordingly, the members have had to furnish equity themselves, albeit temporarily, via
retained patronage allocations. As newer members have joined, the older have members
received their vintage patronage credits in cash redemption.
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(10) Likewise, the same policies have applied to both tax exempt and taxable telephone
cooperatives. Beginning in 1924, most telephone cooperatives were afforded tax
exemption under Internal Revenue Code (the Code) Section 501(c)(12) or its
predecessors. In 1992, the Internal Revenue Service (IRS) issued a pronouncement that
caused large numbers of telephone cooperatives across the country to fail the so-called 85
percent member income test prescribed for tax exemption. The change related to the
mechanical computation of a member income and access revenues for purpose of that
statutory requirement.

(11) However, failure to satisfy exemption requirements of the Code in no way altered
these organizations’ cooperative status. It merely made the affected organizations
“taxable” cooperatives. They remain “cost” organizations even today.

(12) Taxation of most cooperatives in the United States is governed by sections 1381
through 1388 of the Code. However, in 1962 when those provisions were enacted, rural
telephone and electric cooperatives were specifically excluded. Instead, these utility
cooperatives continued to be taxed under prior cooperative tax law that was not codified.

(13) That earlier tax law was based on an amalgamation of federal court decisions and
IRS pronouncements issued during the period of 1915 through 1962. The earlier
cooperative tax law was considerably more favorable regarding patronage allocations and
other tax return reporting issues. Specifically, telephone cooperatives subject to the
earlier law do not have to pay any cash on a patronage dividend (capital credit) at the
time of allocation, but nevertheless are allowed to excluded all “qualifying” patronage
allocations from taxable income.

(14) Under so-called “Pre-1962" tax law several key federal court decisions are viewed
as central to the taxation of cooperatives. In Farmers Cooperative v. Birmingham, 86 F.
Supp. 201 (1949), a federal district court provided an exhaustive description of the
foundations of cooperative operation and how the “excess” collected “over cost”
allocated to members represented a deferred price adjustment, not profit. See also,
Pomeroy Cooperative Grain Company 31 T.C. 674, acq. 1959-2 C.B. 6 (1958).

(15) Perhaps the most concise definition of the term “cooperative” for federal tax
purposes was provided by the U.S. Tax Court in Puget Sound Plywood, Inc. v.
Commissioner, 44 T.C. 305 (1965), acq. 1966-1 C.B. 3. In an opinion that has been cited
repeatedly by other courts and the IRS, the Tax Court said that the three guiding
principles at the core of economic cooperative theory as:

1. Subordination of capital (cooperatives pay little or no return on members’
equity capital);

2. Democratic control by the members (typically on a one member, one vote
basis); and

3. Allocation of margins based on participation.
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(16) Further, the Tax Court affirmed that cooperatives are “cost organizations.”

(17) Therefore, a telephone cooperative’s patronage capital balance cannot earn a return
on investment. That is not to say, however, that taxable telephone cooperatives cannot
engage in limited activities that would produce ordinary profit. All profit activities would
be deemed to be “nonpatronage” income and would be fully taxable at rates applicable to
U.S. corporations under the Code. Those net amounts can be retained by a telephone
cooperative as reserves or retained earning, or can be allocated to the members based on
patronage.

(18) However, for patronage dividend (capital credit) allocations to be “excludible” from
income for tax purposes, the Tax Court in Pomeroy Cooperative Grain Company, supra,
set forth three key tests. Those are:

1. The allocations must be made pursuant to a pre-existing legal obligation;

2. The allocations must be made on the basis of the member’s participation in
the cooperative; and

3. The margins allocated must be derived from transactions conducted with or
for the particular member (i.e., be patronage derived).

(19) To cope with sometimes-Byzantine cooperative tax law requirements, standard
bylaw language evolved over the years that various federal courts accepted as sufficient.
Because of this, language recommended by the National Telephone Cooperative
Association based on those requirements similar to the following should appear in all
taxable telephone cooperatives’ bylaws to ensure their capital credit allocations can be
excluded as “qualified” patronage dividends for federal income tax purposes:

Patronage Capital In Connection With Furnishing

Telecommunications and Information Services.

(1) In the furnishing of telecommunications and information services, the
Cooperative's operations shall be so conducted that all patrons will, through their
patronage, furnish capital for the Cooperative. In order to induce patronage and
to insure that the Cooperative will be operated on a non-profit basis, the
Cooperative is obligated to account on a patronage basis to all its patrons for
all amounts received and receivable from the furnishing of telecommunications
and information services in excess of operating costs and expenses properly
chargeable against the furnishing of such services. All such amounts in excess of
operating costs and expenses for telecommunications and information services at
the moment of receipt by the Cooperative are received with the
understanding that they are furnished by the patrons as capital. [Emphasis
added.]
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(2) The Cooperative is obligated to pay by credits to a capital account for each patron
all such amounts in excess of operating costs and expenses derived from
telecommunications and information services. The books and records of the
Cooperative shall be set up and kept in such manner that at the end of each fiscal
year the amount of capital, if any, so furnished by the patron for
telecommunications and information services is clearly reflected and credited in
an appropriate record to the capital account of each patron, and the Cooperative
shall within a reasonable time after the close of the fiscal year notify each patron
of the amount of capital so credited to the patron's account. All such amounts
credited to the capital account of any patron shall have the same status as though
it had been paid to the patron in cash in pursuance of a legal obligation to do so
and the patron had then furnished the Cooperative corresponding amounts for
capital.

(20) At the same time, however, the cooperative is not authorized to retain this patronage
capital forever. To ensure that retained patronage is not a permanent investment, a
telephone cooperative’s bylaws should contain language similar to the following:

If, at any time prior to dissolution or liquidation, the Board shall determine that
the financial condition of the Cooperative will not be impaired thereby, the capital
then credited to patrons' accounts may be retired in full or in part. All allocations
and retirements of capital shall be at the discretion and direction of the Board as
to kind, timing, method, and type of assignment and distribution.

(21) This provision places the responsibility for redemption of the patronage capital
retained by the cooperative in the hands of the board of directors that is democratically
elected by the participating customer-members. Needless to say, if a board of directors
unreasonably refuses to redeem patronage capital on a timely basis, the member-
customers may replace them with new directors.

(22) The rotation or redemption cycle for member patronage capital can vary depending
on the financial condition of the cooperative. Average capital rotation periods for
telephone cooperatives range from eight to fifteen years.

(23) If a board of directors or a public service commission took action to remove
patronage capital from the proper accounting category and place it into what in virtually
every case is a more permanent equity account (i.e., Additional Paid-In Capital) it could
give rise to serious federal income tax issues. Beyond the fact that it would be
inappropriate accounting for a membership organization, it could raise serious questions
under the tax law as to the nature of the margin collected. As opposed to the deferred
price adjustment theory under which cooperatives have traditionally operated, the margin

might appear to be more akin to income by virtue of the contribution to permanent equity
capital.

(24) Initially, the IRS might not be opposed to the treatment. However, over time as the
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Additional Paid-In Capital balance grew, it could cause questions as to why that account
was being incorrectly used and whether or not a “pre-existing” legal obligation was
present in the traditional sense.

(25) If the “pre-existing” legal obligation is jeopardized or destroyed by subsequent
action of either the cooperative itself or a regulator, then the original exclusion from
taxable income would be placed at risk. In the worst case, the IRS could claim that the
prior capital credit exclusions claimed by the cooperative should be denied and income
taxes could be assessed at corporate tax rates under the Code.

(26) In conclusion, the telephone cooperatives in question are not stock corporations, but
rather are non-profit membership organizations. Use of the various Capital Stock and
Additional Paid-In Capital accounts appear in the RUS Uniform System of Accounts are
applicable to stock companies, not membership organizations. Any reclassification of
existing patronage capital accounts to such stock company accounts would not only be
incorrect, but could call into question whether the “pre-existing” legal obligation required
for exclusion of capital credits from taxable income really exists. That type of risk
should be unacceptable to the Commission.

Order As It Should Apply to Chibardun and Nelson

Although the Commission has indicated its reluctance to change its position in Chibardun
on accounting treatment of patronage capital, we are unable to make a rational distinction
between that decision and its extension to all other ILEC cooperatives.

The cooperatives believe the interpretation of the Chibardun bylaw was incorrect with
respect to treatment of patronage capital. The decision was based on a reading of a bylaw
that is substantially identical to the bylaws of the other co-ops. As we demonstrate in this
filing, re-classification of patronage capital from retained earnings to additional paid-in
capital is a mistake that should not be compounded.

WSTCA/WFC Comment - 05-US-115
Page 10



Issue 2.  Whether the language in the respective ILEC cooperatives' bylaws
influence in any way and, if so, to what extent, the accounting treatment to be
accorded patronage capital.

The bylaw at issue is fundamental to accounting treatment suggested by the
cooperatives. The bylaw in question is: "4l such amounts [i.e., revenues in excess of
cost] credited to the capital account of any patron shall have the same status as though
paid to the patron in pursuance of a legal obligation to do so, and the patron has then
furnished the Cooperative corresponding amounts for capital”.

This bylaw language is essentially the same for all cooperatives. It is deceptively simple,
yet it is the legal framework by which co-ops raise capital, operate on an at-cost basis,
and return revenues in excess of costs to the members who own the cooperative. (Also
see Strait response, para 8-19.)

The meaning and application of this bylaw is fundamental to co-op operation and tax
status. Its meaning is complex, rooted in the Internal Revenue Code. 34 Am Jur 20175
explains the key phrases and concepts.

a) The purpose of the bylaw is to enable exclusion 'of patronage refunds paid-out to
patrons from the co-op's net income. The refunds are essentially a price adjustment
not a dividend on invested capital.

b) "[T]he same status as though paid" recognizes that the co-op can "pay" the patronage
to the member by giving written notice that the margins have accrued in the member's
name (if the bylaw is in place), or by payment of money, a certificate of indebtedness,
or other property.

¢) The Internal Revenue Code has recognized in sec. 1388(c); Reg. 5.1.1388(c) that the
members consent to this method of written notice by virtue of joining a cooperative
under its membership agreement.’

d) The "legal obligation" of the cooperative to pay patronage refunds is established in
the co-op's articles or bylaws, and is statutorily required in Wisconsin law. 185.45,
Wis. Stats.

Account 4550 has been adopted by the FCC and the RUS to track and report these
margins in excess of cost (net income) which are retained by the cooperative, allocated,
and eventually revolved back to members. From 4550, the elected Board of Directors is
empowered to invest in other activities, pending eventual payout to members. The
account may contain margins from both utility and non-utility sources. Among the non-
utility sources would be interest income, rent and other income not attributable (and

: Cooperatives' joint submittal dated July 31, 2002 mistakenly called this a deduction from income.

" Section 1381 (often referred to as Subchapter T) specifically does not apply to telephone and electric
cooperatives, meaning the prior, pre-1962 laws, which were not codified, still applies to them. The
essential difference is that telephone and electric cooperatives must meet an income-source test in order to
qualify for tax-exempt status. That issue is not relevant here. In most other respects, tax regulation is the
same or very similar.
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permissibly not allocated) to members. Neither source of income should be reclassified
as 4520 funds of the utility.

How would use of account 4520 influence the accounting treatment of patronage capital?

First, the accounting treatment ordered by the commission does not fit the cooperative
business model. (Strait, para. 8)

Second, re-classification of retained patronage as additional paid-in capital causes
members to further capitalize the utility on a permanent basis and risks the right of
patrons to these patronage refunds. As a result, cooperatives would be in jeopardy of
losing their tax status as a result of reclassification. Shifting members' future patronage
refunds to a permanent equity account risks an IRS finding that "operation on a

cooperative basis" is not occurring. The tax consequences could be staggering. (Strait,
para 23-25.)

As discussed in response to issue 6, the loss of cooperative status has grave consequences
- greater, even, than loss of the patronage exclusion from income.

Third, 4520 funds are reserved for the utility operations, not diversified non-utility
activities of the cooperative. The cooperative utility recovers all its normal operating
expenses and expansion capital through rates, Additional capital from outside the rate
base is not needed. The reclassification would eliminate the primary source of member
equity for non-utility purposes. This is addressed further in answer to issue 3.

Fourth, the RUS imposes guidelines on utilities that borrow federal funds in order to
assure repayment of federal loans. To the extent that the PSC reclassification would
alter the financial structure of the cooperatives for purposes of RUS or other lender
accounting, and jeopardizes the good standing of the cooperative with the lenders. In
particular, the RUS annually sets an "Allowable Distribution" which limits patronage
refunds in order to maintain a proper financial structure. The cooperatives cannot predict
the effect of reclassification on the RUS allowable distribution.

Fifth, the accounting reclassification violates guidelines for borrowers established by
RUS. This is discussed more in answer to issue S

Sixth, the reclassification of funds to 4520 would distort Wisconsin's statutory measure of
retained earnings under the limitation of s.196.204(1) ("Except for retained earnings, a
telecommunications utility may not subsidize....") and effectively eliminates the pool of
retains which cooperatives are entitled to use in non-utility activities. The Commission
cannot reasonably conclude that this was the intention of the Legislature when enacting
section .204. (See more discussion in response to issue 3.)

The Additional Bylaw Language of Nelson and Chibardun
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The notice in this docket prominently referenced an additional bylaw enacted by Nelson
Telephone Cooperative and Chibardun Telephone Cooperative. That bylaw has no
relevance to the narrow issue before the commission: whether retained (patronage
capital) earnings should be re-classified as additional paid-in capital.

However, we offer this short explanation. The bylaw has been adopted only sporadically
by co-ops - in anticipation in the mid-1990's of growth in non-member income from non-
regulated business units and non-operating income such as reimbursement for
administrative service provided to non-utility subsidiaries; rents from real property,
interest, dividends, annuities, royalties, and gains from the sales of non-utility property.
Co-ops with non-utility income have a choice with respect to assignment of patronage
income.

The standard co-op approach would be to assign ("allocate") non-member income
(revenue in excess of costs of non-utility operations) to members of the ILEC parent
cooperative. In doing so, the co-op would be required to track and assign this revenue
separately, report it separately, and revolve it back to members separate from patronage
capital of the ILEC cooperative. Because the revenue is derived from activities involving
non-members outside the ILEC, the patronage is becomes a taxable "dividend" if returned
to members. Similarly, if the outside activity involves a for-profit, c-corporation owned
by the cooperative, all earnings are "dividends" when paid to the parent co-op (and
passed-through to its members.) (Also see discussion of recent Revenue Ruling 2002-55
under issue 6.)

This is precisely the result afforded non-cooperatives under 196.204 with respect to the
use of retained earnings. What justifies a different treatment for cooperatives? We
submit that the different treatment would be arbitrary and capricious.
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Issue 3: In what respects similarities between ILEC cooperatives and for-profit
ILECs should influence, if at all, the accounting treatment to accorded patronage
capital.

Despite the arcane requirements applicable to cooperative operations, cooperatives and
investor-owned utilities (IOUs) are similar in some respects. Of relevance here:
cooperatives revolve member's assigned funds, similar to (but not the same as) IOU
payment of dividends on investments. (Historically, co-ops could not attract investors so
members are by law the source of equity capital.) "Earnings" in excess of costs for both
firms are invested by the Boards of Directors in order to grow and succeed.

Strait describes a difference between ILECs that is fundamental to the docket: telephone
cooperatives are not normally stock companies, but many small for-profit companies are.
Specific accounts are established to accommodate those companies and their capital
stock. (Strait Response, para. 3 -7)

The classification of cooperatives' patronage capital as retained earnings (4550) will
continue the legal and accounting practice that has been in place for decades for
cooperatives. Unlike firms that issue stock to raise capital, cooperatives use the retains
as the primary source of equity investment.

Differential treatment by the Commission of cooperatives with respect to retains is
inappropriate. If the retains of the cooperatives are reclassified to account 4520, the
cooperatives will be denied the use of patronage capital for investment outside the utility.
This would put the cooperatives at a dramatic competitive disadvantage. Moreover, the
cooperative's members, through their elected boards, will not be able to develop the new
services they want through use of retained patronage.

The Commission should consider that partnerships and limited liability companies are
even more like cooperatives than c-corporations. As "pass-through" entities for income
tax purposes, sub-chapter S corporations, Limited liability Companies and partnerships
also do not have "earnings" subject to the income tax. Income is distributed (or
attributed) at the end of each fiscal year to the members of those firms. The members are
taxed on the firm's net income. Similar to co-ops, the boards of directors of these firms
can vote to allow the firm to retain and invest the net income, or make distributions at any
time. Despite these similarities, the Commission has not considered or ordered
reclassification of retains for other ILECs that are sub-S corporations, LLCs or
partnership, nor should they, because all their earnings are essentially the same - retained
earnings.
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Issue 4: What relevance Wis. Stat. 185 should play in the accounting treatment to
be accorded patronage capital?

Chapter 185 is the statute under which all Wisconsin cooperatives are organized. In
relevant part, 185.45 is the "preexisting legal authority" requiring operation at cost and
the return of net margins to members (a patronage dividend or "price adjustment").
Sections 185.45 (3) and (4) prescribe how net proceeds are to be assigned. Para. 5
prescribes how net proceeds may be paid (including credits) to patrons.

This underlying legal authority also requires explicit bylaws to be enacted to prescribe
the apportionment and distribution of net proceeds. The statute is but one of the
requirements anticipated by the bylaw in question. Other "pre-existing legal authorities"
with equal binding force requiring patronage dividends include the bylaws of the
cooperative, the membership agreements with members/patrons, and possibly, separate
contracts with members/patrons.

We think the Commission has misread and mis-interpreted s.185.45. In the Albino letter
order of December 17, 2001, Albino reaches two mistaken conclusions. First, that under
185.45(3) "net income shall [only] be distributed and paid", when in fact, paragraph 3(a)
allows for reasonable reserves to be retained and credited to patrons; para. 3(b) provides
that "all of the remainder shall be distributed and credited to patrons...." The ILEC
cooperatives are acting within this authority when assigning , notifying patrons, retaining,
revolving and eventually distributing allocated patronage. Second, the Albino letter
concludes that under paragraph 185.45(4)(a) the net proceeds credited to allocated or
unallocated surplus or reserves of the cooperative would not be considered patronage
capital. This is wrong. Paragraph 4(a) explicitly permits any portion of the net proceeds
to be credited to either allocated [i.e. patronage] or unallocated surplus or reserves, as
long as bylaws permit doing so. (See Albino letter, Attachment A to June 4, 2002
submittal.)

With the long-established bylaw in place, nothing in s.185.45 justifies the conversion of
allocated or unallocated surplus or reserves from retained earnings (1) allocated or 2)
unallocated) to additional paid in capital.
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Issue 5: Whether treatment or consideration accorded to patronage capital by
other government agencies via legal requirements (including court cases or other
directives) or external lenders influence in any way, and to what extent, the
accounting treatment to be accorded to patronage capital [by the commission].

Cooperatives first became exempt from taxation in 1916. Throughout the 86 years since
then, countless court cases and IRS decisions have shaped the law that applies today to
telephone cooperatives under IRC 501-c (12). Much of this history and precedent is
discussed in the cooperatives' submittal of June 4, 2002 (attached for reference. Also See
Strait submittal, para. 9-19.)

Cooperatives have invited the RUS and the National Rural Utilities Cooperative Finance
Corporation (CFC) to submit their own comments in this matter.

We note that the annual RUS Financial and Statistical Report, Form 479, filed with RUS
requires that Patronage Capital be recorded in Account 32.4550. (See instructions re
retained earnings.) The RUS Mortgage and Security Agreement (which is the lending
contract with telephone cooperative borrowers) requires that the account 32.4550 be used
to report the equity of nonprofit organizations. (ArtIl, s. 15 of the agreement.) RUS
auditors review the rates and finances, including debt-equity ratio, and status of patrons'
accounts - all central to the financial structure and tax status of the cooperative.

H

The RUS (formerly the Rural Electrification Administration) has issued REA Bulletin
402-3 as guidance to borrowers on the proper policy for capital credits. The
recommended bylaw contained in the bulletin, includes the following: "All such amounts
[allocated capital credits] credited to the capital account of any patron shall have the
same status as though they had been paid to the patron in cash in pursuance of a legal
obligation to do so and the patron had then furnished the Cooperative corresponding
amounts for capital." RUS (formerly REA) Bulletin 402-3 (1964) Appendix A at 8.
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Issue 6: Whether the Commission's accounting treatment of patronage capital has
any impact whatsoever on the ILEC cooperatives' nontaxable status for either
federal or state income tax purposes.

Ten of the eleven Wisconsin ILEC cooperatives are now subject to the federal income tax
by virtue of their levels of non-member income. The loss of tax exempt status arises
when a telephone cooperative realizes more than 15 percent of its annual income from
non-member sources or fails to operate on a cooperative basis. Nevertheless, as long as
the cooperatives operate "on a cooperative basis", they are permitted to exclude the
assigned patronage dividends from net income before calculating the tax. Nor is tax paid
on the amounts allocated (passed-through) to patrons. The patrons themselves are not
subject to tax unless they received a tax benefit from the amounts paid to the cooperative
(such as a business deduction for utility expenses.) Here again, for the typical residential
telephone customer, patronage allocation should be viewed as a "price adjustment" in the
trade done with the cooperative during the prior year.

Regardless of non-exempt tax status, it remains absolutely essential that each cooperative
continue to operate "on a cooperative basis" in order to preserve its exempt the benefit of
the exclusion of patronage dividends from gross income. If the loss of cooperative status
occurs (as a result of failure to pay patronage refunds from account 4550, for example)
the cooperative will be taxed like a c-corporation, and its "dividends", will be taxed again
when the patron in the year the patron receives them. Puget Sound Plywood, Inc. v.
Commissioner, 44 T.C. 05 (1965); also Rev. Rul 72-36: also see Strait comments, para.

15, 18.

From this illustration, the Commission can see the serious consequences if the principle
of operation on a cooperative basis is violated. Among other things, an immediate and
significant tax increase on the cooperatives would be required.

Discussion of Recent IRS Ruling

On August 30, 2002, the IRS issues Revenue Ruling 2002-55. The ruling has no
relevance to the issues in 05-US-115.

The issue before the Service was whether income of an exempt telephone cooperative
from its wholly owned taxable corporation is to be treated as non-member income in
applying the 85-15 income test. The corporation did not operate on a cooperative
business.

The Service held that the income of the taxable corporation is not included as income of
the cooperative, as long as the corporation was formed for a valid business purpose. The
service further ruled that any payments of dividends which the exempt telephone
cooperative receives from the taxable corporation are included as non-member income.
The Service said the ruling is effective for taxable years beginning after December 31,
2002, but "taxpayers may rely on this revenue ruling for prior periods."

WSTCA/WFC Comment - 05-US-115
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Since all but one of the Wisconsin ILEC cooperatives are non-exempt, this ruling would
have no impact unless they were to seek exempt status. The cooperatives are already in
compliance with the ruling.

WSTCA/WFC Comment - 05-US-115
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Issue 7: Whether the Commission should adopt two new subaccounts 4550.1
Retained Earnings - Patronage Capital Unassigned and 4550.2, Retained Earnings
- Patronage Capital assigned, and create a new account 5411, Members' Equity.

The exact language recommended for incorporation in the requested subaccounts in
included as the first attachment following these comments.

It may surprise the Commission to learn that subaccounts of retained earnings for
the patronage capital of cooperatives existed before January 1, 1988! See USOA for
Telephone Utilities (Class C), Public Service Commission of Wisconsin, Effective
January 1, 1975. (2™ attachment) The Wisconsin PSC dropped the subaccounts when it
adopted the FCC revised USOA effective on January 1, 1988 We do not know why the
PSC-W dropped the sub-accounts for cooperatives. Wisconsin Act 496 of 1993 was
enacted, but also made no distinction. Since the time of enactment, the cooperatives have
followed the use of Account 4550, and for the reasons stated above, the Commission
should amend its USOA Account 4550 to create two sub-accounts for the classification
of cooperative patronage capital.

The cooperatives also proposed creation of a new account in which to record Member
Equity. This request was not related to the patronage capital matter, but as a "fix-up",
applicable only to cooperatives, to record the membership fees collected by some
cooperatives. Many co-ops no longer collect an initial membership fee from new
members, but for those that do, this separate account would simplify record keeping and
return of the fee when membership terminates. Creation of the account would have no
effect on the 4550/4520 issue.

Following the original requests by the co-ops, the PSC opened docket 05-US-113, and
the matter of account 4511 could be addressed there. Cooperatives prefer that the
decision to create this account be made in this docket.

WSTCA/WFC Comment - 05-US-115
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Issue 8: If patronage capital-related amendments to the USOA are adopted, what
should be the effective date of any such changes. If not adopted prospectively,
whether any particular past date(s) should be utilized,

The cooperatives continue to support application of the requested sub-accounts for a
period of years back to January 1, 1988 (previously December 31, 1987). The reason is
simply this: co-ops have followed the PSC USOA which has classified patronage capital
as retained earnings continuously until the present day. (See the response to issue 6.) No
change was ordered in the version adopted in 1988 (and followed to this day), although
sub-accounts for cooperatives' patronage capital were dropped without any known
explanation in the 1988 version. Backdating the effective date would merely constitute
agreement by the PSC-W that the classification of retained earnings has been appropriate
since the 1988 order.

If the commission were to order reclassification of retains to account 4520, a retroactive
application to any or all existing surpluses that were built-up in the interim would be
wholly unfair - essentially retro-active ratemaking, Undoubtedly, board decisions made
under the past, approved accounting method, would have been different under the
reclassification method.

The only cooperative known to be affected by any interim ruling on accounting is
Chibardun Telephone Cooperative - as a result of the Commission decision in November,
2001. Chibardun was required to record all its accumulated retained earnings as
additional paid-in capital. Chibardun's members' patronage capital, amounting to several
million dollars, was booked in account 4520 at the close of FY 2001 operations. Unless
the commission adopts this order, some of this capital could be lost to the members in
future revolvement. The cooperative may be unable to complete some planned or
partially invested competitive services in rural northwestern Wisconsin.

The notice in this docket, in footnote 4, speculates that co-ops requested a retroactive
effective date for an order, intending to "immunize past subsidization activities". Such
speculation is fantasy. The date was suggested because the requested change links the
requested modification (new subaccounts) to the prior version of the PSC's USOA that
applied until December 31, 1987. (See response to issue 7.)

The statutory rule against subsidization of non-utility activities at a level in excess of
retained earnings, enacted in Act 496 of 1993 has and will continue to apply. A
prohibition on cross-subsidies also no-doubt applied before Act 496.

WSTCA/WFC Comment - 05-US-115
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Issue 9: Any other comments applicable to this matter.
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§ 32.4550.1 Reta ned Earnings ~ Patronage Capltal Unassigned

() This accaunt shall include the undistributed and unassigned balance of retained eamings
derived fiom the operations of the cooperative and from all other transactions not includable
in the other sccounts appropriate for inclusion of cquity. :

(b) Subsidiary records shall be maintained wherein are recorded all entries to retained earnings
during th year such that the detail of the eatrics may be disclosed to this commission.

§ 32.4550.2 Rets ined Eamings — Patronage Capital Assigned

(a) This acocunt shall include the undistibuted and assigned to members of retained eamings
derived f 'om the operations of the cooperative. These amounts have been designated or set
aside by he cooperative’s boaxd of directors to bo used for the further development and
advancer aent of the cooperative’s business purpose.

) SubsiditymcwdsshanbemﬁnwmﬁnmmordedﬂleMmmﬁmdeamings
d\ﬁnz&eywmhﬁmmsdeuﬂoﬁhcmesmybediscloudmdﬁuomnﬁsdom

Amowunts includ ible in A/C 32.4550.1 Retuined Eamings Patronage Capital Unnssigned are as
follows:

- Curent year unassigned net income from operations.
- Patrnage capital unassigned from prior years reserved for futare cooperative operations.
« All sther unassigned amounts. o

Amouts inclndable in A/C 324550, Retained Eamings Patronage Capital Assigned arc & follows:
- All patronags capital assigned o caembers but undistributed

In addition 10 tt e above two momta,wemrequesdnganewavcountasfonaws:

§ 32.4511 Merr bers Equity

(2) This account shall include the par value, stated amouxt, or in the case of no-par, the amonnt
receive| for memberships issued and outstanding.

(b) Subsidiiry records ehall be maintained so0 s to show separately each class of stock.

(c) This eccount shall be chugesvﬁdamebookammnncfmymanhershipsnﬁred.

F\Clieab\1009 CMA egulatory Work\Woed\2002\013102 Itr 1o Alblao re peid in eapital dot
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-conclude that the definition of each class of telephor+ util-

ities should be changed in recognition of present-day con-
ditions.

Conclusion of Law

THE COMMISSICM CONCLUDES:

That it has jurisdiction under section 196.06,
Wisconsin Statutes, to prescribe and amend uniform accounting
systems for those utilities subject to its jurisdiction.

Order

THE COMMISSION ORDERS:

1. That every Class C telephone utility as defined in the
Uniform System of Accounts herewith adopted, subject to the
jurisdiction of this Commission shall, effective January 1, 1975,
keep its accounts fully and completely in accordance with the

Uniform System of Accounts attached hereto and made a part
hereof.

2. That the Uniform System of Accounts heretofore pre-
scribed by the Commission in the above-entitled dockets, as
modified by general order dated April 4, 1954, be and the same
are hereby further amended, effective January 1, 1975, so as to
define the various classes of telephone utilities as having the
following amounts of annual gross operating revenues:

Class C - Under $200,000
Class B - From $200,000 to $600,000

Class A -~ In Excess of $600,000

Dated at Madison, Wisconsin, October 17, 1974

By the Commission.

John F. Goetz
Secretary
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10. Retained Earninos

180 Retained Earnings Reserved

181 Unappropriated Retained Earnings

181.4 Patronage Capital Assignable

181.5 Patrons' Capital Credits Assigned
181.6 Gain in Retirements of Capital Credits
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B. Separate subaccounts shall be maintained under such titles
as will designate the purpose for which each reserve recorded
hereunder was created.

181. UNAPPROPRIATED RETAINED EARNINGS.

A. This account shall include the undistributed balance of
retained earnings derived from the operations of the company and
fram all other transactions not includible in the other accounts
appropriate for inclusion of stockholders' equity.

B. The retained earnings analysis accounts (400 to 416, in-
clusive), wherein are recorded all entries to retained earnings
during the year, shall be closed into this account at the end
of the year.

C. This account shall be so maintained as to show in the annual

reports to the Commission a complete analysis of all entries to
this account.

181.4. PATRONAGE CAPITAL ASSIGNABLE.

This account shall include for nonprofit organizations all
amounts transferred from operating margins, nonoperating margins,
and other margin accounts which are assignable to individual
patrons.

181.5. PATRONS' CAPITAL CREDITS ASSIGNED.

This account is used by nonprofit organizations to record the
patronage capital credited to individual patrons. The balance
in this account is to be supported by a capital credits ledger
showing the amount of capital furnished by each individual patron,
and the amount of such capital returned to him.

181.6. GAIN IN RETIREMENTS OF CAPITAL CREDITS.

A. The use of this account by nonprofit organizations is to
reflect any gain resulting from retirement of patronage capital
of individual patrons at less than 100% of the stated value.

The portion of patronage capital not returned to patrons shall be
debited to account 181.5, Patrons' Capital Credits Assigned, when
this account is credited.

B. The account shall also include amounts representing patron-
age capital for which return to patrons has been authorized but
who, after a reasonable attempt, cannot be located. A record
should be made of all credits not returnable to patrons for lack
of address, or other reasons, in the event subsequent claims are
presented by these individuals.,



Washington Utility Group

THOMAS M. STRAIT

Thomas M. Strait, one of the founders of the Washington Utility Group,
specializes in the areas of utility taxation and finance, with particular expertise in taxation of
rural electric and telephone cooperative utilities. Over the past seventeen years, he has gained a
national reputation for providing cooperative tax and financial advisory services of the highest
quality.

He has provided tax consulting services to a broad array of clients within the
electric, gas, telephone, and water/waste segments of the utility industry. In addition to
representing clients before the Internal Revenue Service (IRS) at the local, regional, and national
levels, he has directed engagements for providing strategic tax and financial planning, managing
tax audits, and requesting tax rulings from the National Office of the IRS.

He has been a frequent speaker at tax conferences sponsored by industry trade
associations at the national and state levels including the National Rural Electric Cooperative
Association, the National Telephone Cooperative Association and Public Utility Reports.
Further, Mr. Strait has been an instructor of tax and financial topics for the Management
Exchange course, "Fundamentals of Utility Finance and Accounting,” for the Rural Utilities
Service's biannual "Accountant's Seminar”, and for Ernst & Young's "Federal Taxation of Rural
Utility Cooperatives," and "Taxation of Telecommunications Companies."

In 1991 Mr. Strait was appointed by the Secretary of Energy to the Advisory
Committee on Renewable Energy and Energy Efficiency Joint Ventures. More recentl y, he was
appointed to the editorial advisory board for Public Utility Reports' PUR Utility Weekly.



Wisconsin Federation of Cooperatives

131 West Wilson Street, Suite 400, Madison, WI 53703
Phone: 608.258.4400 Fax 608.258.4407 www.wfcmac.org wfcmac@wfcmac.org

June 4, 2002

Ms. Lynda Dorr, Secretary

Public Service Commission of Wisconsin
P. O. Box 7854

Madison, WI 53707-7854

Inre: Accounting Treatment for Patronage Capital of Telecommunications
Cooperatives - File TELACCTG

Dear Ms. Dorr:;

The Wisconsin Federation of Cooperatives (WFC) files this letter in the above-referenced
matter to help clarify the sometimes-confusing accounting and economic theory and
practices of cooperatives. We have observed the considerable amount of argument,
including recent efforts to change Chapter 196, to accommodate the established method
by which cooperatives capitalize ongoing and new ventures. Our intent is to explain
how cooperatives operate financially under various laws (primarily the Internal Revenue
Code (IRC)), the Rural Utilities Service, and generally accepted accounting principles
and thereby support the cooperatives' requests for a modification of PSC 05-US-102
relating to the PSC Uniform System of Accounts (USOA).

Summary

- The Public Service Commission of Wisconsin (PSC) directive (David Albino letter
order of 12-17-01 (Attachment 1) to classify "patronage capital” as "additional paid-
in capital" is inconsistent with long-established cooperative accounting and tax law.

- The reclassification will deprive the cooperatives of their primary source of equity
capital. The Rural Utilities Service (RUS), Rural Telephone Finance Cooperative
(RTFC) and other financial institutions that lend money to Cooperatives recognize
Patronage Capital the same as Retained Earnings. Retained Earnings-Patronage
Capital is used by lenders to measure financial strength for lending decisions.

- The RUS (formerly REA) recommended the bylaw language at least as early as 1964
in its guidance to telephone cooperatives. REA Bulletin 402-3 (1964) (Attachment
2). Longstanding caselaw and tax court rulings (cited below) also are the legal
foundation for operation on a cooperative basis. Adopting the changes suggested by
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the cooperatives will keep PSC rules in harmony with overriding federal tax law,
RUS requirements, and Chapter 185, Wis. Stats. (Attachment 3.)

- Itis unreasonable to suggest, as the letter order does, that cooperative adopt new
bylaws to accommodate the PSC's interpretation of cooperative accounting. The
bylaws are rooted in a complex web of law and federal agency rulings. (Bylaw
changes also require great time and expense to each cooperative.)

- Unless the letter order is modified, the cooperatives will be subjected to extraordinary
regulation by the PSC which a) jeopardizes the ability of the telecommunications
cooperatives to operate financially, and b) puts all telecommunications cooperatives
at a competitive disadvantage.

- 'WFC supports the proposal filed by the telecommunications cooperatives in response
to Mr. Albino's letter. They ask the commission to create new subcategories of
"retained earnings" for a) assigned and b) unassigned patronage capital. The
suggested changes will preserve the traditional source of equity for these
cooperatives, and make a rational distinction between classes of retained earnings of
investor-owned firms and cooperatives. (Cooperatives do not have retained earnings
in the same sense as investor-owned corporations because margins (revenues in
excess of costs) are allocated to patrons. Some part may be paid currently; the
remainder is used as equity capital pending payout at a later time. Importantly, the
change requested by the cooperatives will protect the interest of patron-ratepayers in
reasonable rates, and will protect competitors' interest in prohibiting unfair subsidies.

Background

Wisconsin Act 496 of 1993 failed to make any distinction for telecommunications
cooperatives with respect to their patronage capital. Most cooperative tax and other
authorities use "margin", "patronage capital", "capital credits", "hold-back", "per unit
retains”, "allocated reserve" and other similar terms almost interchangeably with
"retained" income or earnings of the cooperative. However this letter will show that
underlying economic theory of "operation on a cooperative basis", under federal tax law,
imposes strict limitations on the use of "members’ equity".

In the letter order, the PSC-W directed telecommunication cooperatives to classify
patronage capital in Account 4520 as "Additional Paid-In Capital". The effect is to treat
allocated patronage capital of cooperatives as permanent paid-in-capital, which it is not.
In fact to consider it paid-in-capital would contradict the basic principles of cooperatives,
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in that the cooperative has an obligation to return the "allocated"’ patronage to the
patrons.

In response, the cooperatives have requested the creation of two new USOA sub-accounts
for "retained earnings" which would apply only to cooperatives.

Legislation, Rule or Accounting System Change

In 2001-02, the cooperatives lobbied to amend Chapter 196 with respect to the treatment
of retained earnings under 5.196.204 (1), Stats. This effort became entangled with
"deregulation” efforts, and the legislation failed to pass. The instant case is much
narrower, was not the subject of legislation, and cannot wait for a legislative "fix" to cure
the effects of Mr. Albino's letter.

The commission can accomplish the change required by the cooperatives through
administrative means - a change in the Uniform System of Accounts to accommodate the
conventional practice by cooperatives to use allocated "margins" in continued operation
of the cooperative. As a change in the USOA, the requested change does not constitute a
rule under Chapter 227.01(s).

Why The USOA Classification of Patronage Capital As "Paid-In Capital" Is
Inappropriate for Cooperatives

The letter order of the commission would force telephone cooperatives to keep a second
set of books to satisfy the PSC requirements. As discussed in more detail below, RUS
rules and documents require accounting for patronage capital in account 32.4550, and
doing otherwise would raise audit questions. Accounting for patronage capital as "paid-
in capital" would also pose a serious risk of loss of cooperative status under IRS rules.
Those rules (detailed below) require the return of capital to the member/patron as one of
the central features of operation on a cooperative basis. Therefore, the cooperatives
would have no choice but to maintain a second set of books - certainly an unreasonable
requirement.

A short excursion into tax law and cooperative economic theory is necessary to illustrate
why certain cooperative accounting practices are critical and should not be altered by
PSC decree. The IRS code, the tax court and many complex opinions and rulings which

' "Allocation" is a legal concept central to this discussion, and to the impact of the PSC letter order. Asa
legal concept, allocation includes distributions of cash, merchandise, issuance of patronage certificates or

other instruments, letters of advice or in any other manner of disclosure to a patron the dollar amount
apportioned on the books of the association for the account of the patron. (Paraphrasing 26 C.F.R. Part 1,
Sec.1.522-b(b)(3). The language was historically interpreted to require actual notice to each patron, but the
IRS has subsequently written that actual notice may not be necessary, but as long as the cooperative's
records permit the determination, at any time, each member's rights and interest in annual savings and
assets acquired with such savings. Also see Rev. Rul. 72-36, 1972-1 C.B. 151.
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flow from tax law form the basis for co-op accounting practices. (Similarly, tax law sets
most of the legal boundaries for partnerships, limited liability companies and other pass-
through business organizations.) Tax law prescribes accounting practices that will meet
certain required cooperative tax principles when operating on a cooperative basis. Rev.
Rul. 78-238, 1978-2 CB 161. "Three guiding principles" of cooperative economic theory
include (1) subordination of capital, (2) democratic control by the members, and (3)
proportional allocation of margins on the basis of patronage. BNA Tax Management
Portfolio 229-2", Taxation of Cooperatives, p. A-3, (1999). (See Attachment 4.)

Through a number of alternative means, every cooperative must allocate (i.e., place in the
members' names for later payout) margins pro rata to the members/patrons from whom it
was derived in order to preserve tax exempt status and avoid double taxation of the
income. Rev. Rul 72-36, 1972-1 C.B. 151. (Attachment 5.) Simultaneously the
cooperative must capitalize its operations with members' equity. To skip the unworkable
burden of literally paying out, then re-collecting capital from members, state statutes
(See. 185.45, Wis. Stats.) prescribe methods to using some or all margins for a period of
years, with actual payout ("revolvement") when the co-op's finances permit the refund of
the patronage capital. The Commission's order will interfere with these legally

prescribed procedures. Puget Sound Plywood, Inc., 44 T.C. 305, 322 (1965). (Also see
Discussion section below.)

1. The accounting treatment ordered by the commission does not fit the cooperative
business model. Re-classification of allocated (but "retained") patronage refunds as
additional paid-in capital (per the PSC letter order) causes members to further capitalize
the cooperative on a permanent basis and give up the right to their patronage refunds at
the end of the cooperative's established revolvement cycle. Cooperatives may lose their
special Cooperative status for income tax purposes by treating retained allocated margins

as additional paid-in capital. Jd. at 305, 323. Also see REA Bulletin 402-3. (Attachment
2)

2. The capital in account 4520 is reserved for the utility and its operations and
expansion, not necessarily the diversified activities where the capital is desired by the
members to further serve the members. In other words, the cooperative utility recovers
all its normal operating expenses through its rates, so additional capital is not needed
there. Instead, the members, through their elected boards, may decide to develop
diversified activities to serve the members. Rev. Rul, 72-36. Patronage capital, classified
as "retained earnings", is the only source of member equity for these purposes, yet the
PSC proposes to reclassify these funds and block their use. For that reason, Account
4520 - Additional Paid-In Capital, is inappropriate.

3. The RUS imposes guidelines on utilities that borrow federal funds in order to
assure repayment of federal loans. The PSC order alters the financial structure of the
cooperatives for purposes of federal accounting, and jeopardizes the good standing of the
cooperative with the RUS. Example, the annual RUS Financial and Statistical Report,
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Form 479, filed with RUS, requires that Patronage Capital be recorded in Account
32.4550. (See instructions re retained earnings.) Example: the RUS Mortgage and
Security Agreement (which is the lending contract with telephone cooperative borrowers)
requires that the account 32.4550 be used to report the equity of nonprofit organizations.
(ArtII, s. 15 of the agreement.) Example: RUS auditors review the rates and finances,
including debt-equity ratio, and status of patrons' accounts - all central to the financial
structure and tax status of the cooperative.

4, The RUS (formerly the Rural Electrification Administration, with essentially
identical rules for telephone cooperatives) has issued REA Bulletin 402-3 as guidance to
borrowers on the proper policy for capital credits. The recommended bylaw contained in
the bulletin, includes the following: "All such amounts [allocated capital credits] credited
to the capital account of any patron shall have the same status as though they had been
paid to the patron in cash in pursuance of a legal obligation to do so and the patron had
then furnished the Cooperative corresponding amounts for capital." RUS (formerly
REA) Bulletin 402-3 (1964) Appendix A at 8.2

5. The ordered reclassification of funds has a second effect that was the focus in
Chibardun. The measure of retained earnings under the limitation of 5.196.204(1)
("Except for retained earnings, a telecommunications utility may not subsidize....") limits
cross-subsidization by the regulated entity. Reclassification will limit, if not eliminate,
the retains of the telephone cooperatives for purposes of section .204.

6. The PSC order contravenes Chapter 185, Wis. Stats., the IRS Code, RUS
guidance and loan documents, and long-standing cooperative accounting conventions.

Discussion

We understand that some telecommunications cooperatives have enacted a bylaw which
seems to treat patronage capital as if paid to the patron, then immediately deemed to be
furnished by the member to the cooperative as "corresponding amounts for capital” to the
cooperative. This form of bylaw does not transform allocated reserves to "paid-in
capital” in the view of the Rural Utilities Service (RUS), or IRS. (See below.) Indeed,
the RUS has recommended this form of bylaw for telephone cooperatives for the
furnishing and retirement of capital. REA Bulletin 402-3.

This bylaw is intended to comply with the requirement for a "pre-existing legal
obligation" to return or allocate margins. Farmers Cooperative Co.. 33 T.C. 266, (1959).
The cooperative's bylaw constitutes the "pre-existing legal obligation" to refund or
allocate margins to patrons in order to exclude margins from taxable income. Another
primary legal obligation to refund or allocate margins is plainly stated in Chapter 185.45,

? The language cited was not the subject of the bulletin, but the bulletin is illuminating. Due to a lack of
time we have been unable to trace the origin of the quoted language.
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Wis. Stats. Land O' Lakes. Inc. v. U.S., 470 F.Supp. 238 (D.C. Minn., 1979). Under that
section, in para. (3), a cooperative shall distribute "net" income to patrons under two
alternate methods. Each method permits the hold back of proceeds, and the payout of the
remainder to patrons. Under the second method (para. (4), if the bylaws provide, any of
the net proceeds may be "credited to allocated of unallocated surplus or reserves," and the
remainder shall be paid to patrons.

This treatment mirrors the design of federal tax law: allocate margins to members as
income to the patron, take the deduction in the current year, "retain" and use the allocated
equity for the cooperative's purposes - subject to future pay-out to members on a pro-rata
patronage basis. (The taxpayer reports the capital credits when received as income in a
later year.) The allocation of margins distinguishes a cooperative from that of a
corporation in that shareholders of a corporation share in income to the extent of their
shares and patrons of a cooperative share in income to the extent of their purchases from
the cooperative. This allocation process provides the “record” of the obligation to the
patron similar to a preferred stock dividend that is cumulative is an obligation to a
corporation. Rev. Rul. 72-36.

The PSC Order Is Unfair To Cooperatives Alone

The PSC-ordered accounting revision has the effect of singling-out cooperatives, and
depriving them of equity capital. By labeling allocated patronage capital as "additional
paid-in capital”, the funds are restricted to use by the utility. Non-utility purposes of
telecommunications cooperatives would not have access to their members' equity - again
contravening fundamental cooperative principles. This dissimilar treatment of
cooperatives places them at a competitive disadvantage in Wisconsin in serving their
own members. The commission order would restrict expansion and moderization of
rural services by the very firm that is in the best position to serve rural patrons - the firm
which patrons have capitalized and belong, the firm which gives its patrons a direct voice
in operation and governance of their enterprise.

Unlike investor-owned firms that can issue additional stock, or pay less in dividends to
boost retained earnings, cooperatives have no other ready source of equity capital for use
in diversification. (The issuance of stock by the cooperative is legally possible, but may

place the co-op in a dramatically different legal, tax and economic position than it has
chosen.)

More Background: An Explanation of "Patronage Capital” And Its Use by the
Cooperative

Patronage refunds might be paid to members from margins earned in the current year, but
normally refunds are based on patronage in a prior year (i.e., the first year in the
revolvement cycle.) The years between allocation of margins and eventual payout are
called the "revolvement period". Every co-op would like to minimize the revolvement
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cycle in order to reward members for their patronage as soon as possible, but in many
cases it takes many years.> The IRS prohibits the "improper accumulation of retained
funds, but the funds retained can be used for meeting current losses and expenses, retiring
indebtedness, acquiring assets, expanding the services of the organization and
maintaining reasonable reserves. Rev. Rul. 72-36.

Many factors influence the co-op's ability to pay refunds to members: the relative
profitability of the co-op, the level of margins above "operation at cost", the level of
competition in reducing sales and or prices, weather (in fuel or electric sales, for
example), or broader economic conditions (the farm economy, for example.) It cannot be
overlooked that cooperatives were frequently created in places and circumstances where
investor-owned firms would not venture due to high risk or low profit. This is certainly
true for utility cooperatives: it is the very reason why tax laws accommodate "not-for-
profit" firms, and why federal low-interest loans are available for firms in rural areas.

The best illustration of the foundation of a cooperative, especially telecommunications
and electric cooperatives in Wisconsin, is to consider their history. When first created in
the 1930's and 1940's, Wisconsin's rural residents simply could not obtain utility services
from investor-owned firms, nor could they obtain conventional loans to capitalize costly
infrastructure. Rural people raised some capital with cooperative membership fees, and
leveraged this funding with low interest loans from a sympathetic federal government.
The membership fees were not an investment in a distant enterprise - membership and
subsequent patronage literally purchased an ownership interest in the cooperative.
Inherent in the law of cooperatives is that membership fee and sales revenue from
member-patrons will continue to finance the firm. Today this may seem to be a poor
"investment". In earlier days, the members were creating their own economic
infrastructure and sources of new products and services where none existed. And when it
could (in a good year), the co-op would "retire" and pay out capital credits from its earlier
years of operations. When a patron dies, his/her right to capital credits will continue to
be paid, either in a lump sum (often at net present value) or in annual increments to the
heirs or estate. (Again, within legal limits. See Rev. Rul 72-36, and REA Bulletin 402-
3.) This financial foundation of cooperatives has its limitations today, when consumer

3 See the RUS Bulletin 402-3 for some discussion of this. Every cooperative determines
its own period of revolvement, set by the Board of Directors within legal limits, to serve
capital needs. Ideally, the period of revolvement is eight or fewer years, and we believe
several Wisconsin telecommunications cooperatives use eight years. However, many
cooperatives have a 20-year revolvement of members' capital, and some may never have
paid a patronage refund because of unprofitability. Fundamental to understanding the
cooperative form of business is the fact that member's equity capital IS NOT an
investment as we may think of it in today's economy. Member/equity capital is the

member's ownership share of the cost to create and operate the cooperative on an ongoing
basis.
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expectations are changing. However, in many areas of Wisconsin and the United States,
cooperatives operating "at cost" remain as the only willing provider of affordable high
quality services to rural people.

The Effect on Ratepayers and Competitors

The statutes grant ratepayers of the telecommunication cooperative their rights to have
both a direct voice (annual meeting, special meetings, voting directly or by mail, and
otherwise) and a representative voice (board of directors) in the operation of their utility.
s.185.12, .13, .31, .32, Stats. In addition, Chapter 196 also protects their interests.
Therefore it is difficult to argue that members/ratepayers of the cooperatives are not well-
served by the activities of their cooperative in both its utility and non-utility activities.
Attendance at meetings of these cooperatives presents every member the opportunity to
voice dissent over operations, diversification, and any other activity of the cooperative.

Chapter 196 also protects competitors from unfair competition. Some competitors may
argue that the requested clarification would "tilt the playing field" to the advantage of
cooperatives. This argument has no merit: as described above, telecommunications
cooperatives are hobbled by the current one-size-fits-all treatment of "retained earnings."
The limitation in 5.196.204 simply fails to recognize that cooperatives have no retained
earnings - all revenues ("margins") that exceed costs are assigned to members and are
eventually paid out to members in accord with other law._ (It is this fact which
necessitates the revised accounting order which the cooperatives have requested.)

Firms which protest that cooperatives enjoy unfair advantages are welcome to operate on
the same cooperative, "at cost" basis. They never opt to do so because they normally
serve areas more densely populated than the regions served by cooperatives.

What the Telephone Cooperatives Have Proposed

The telecommunications cooperatives, all members of WFC, have submitted letters
proposing creation of two new subcategories of Account 5.32.4550, and a new account
for member's equity. To accomplish these changes in accord with the authorities cited
above, the telephone cooperatives have proposed creation of:

* sub-account 32.4550.1 Retained Earnings - Patronage Capital Unassigned
e sub-account 32.4550.2 Retained Earnings - Patronage Capital Assigned
» creation of a new Account 32.4511 - Members Equity

Account 32.4550 for "retained earnings" is retained for "patronage capital" because there

is no other account to classify it logically. Creation of sub-accounts will assure
continued compliance with RUS and IRS requirements.
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Patronage capital of cooperatives must continue to be classified as retained earnings for
the purpose of the measurement under s. 196.204 (1), where the level of retained
earnings are the limit of permitted subsidies of non-utility activities.

The cooperatives have provided the details of how these accounts will meet PSC
objectives, while permitting them to continue to operate in compliance with all legal
authorities.

Conclusion

The telephone cooperatives have adopted accounting customs based on rules of the RUS
and the IRS, the federal laws which created cooperatives and sanction "operation on a
cooperative basis," including all the complexity which that phrase represents. The PSC
should accommodate the longstanding accounting and tax conventions, manifest in the
varied bylaws of the cooperatives, by creating two sub-accounts for the classification of
retained earnings of cooperatives. Doing so would keep PSC rules in harmony with
overriding federal tax law, RUS requirements, and state law (Ch. 185). It would be
unreasonable to order cooperatives to adopt new bylaws to accommodate the PSC's
interpretation of cooperative accounting. It would also be unreasonable to force the
cooperatives to keep a second set of books for PSC purposes, as would be necessary to
comply with federal requirements.

WEFC requests that the PSC act under its authority to administer a uniform system of
accounts (Docket 05-US-102) and adopt the changes requested by the telephone
cooperatives.

Thank you for your consideration.

Sincerely

d .

Warren J. Day
Attorney, Wisconsin Federation of Cooperatives

Attachments
CC K. Klingbeil, PSC

M Varda, PSC
All Telephone Co-op General Managers
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Robert M. Garvin, Commissioner , Madison, WI 53707-7854

December 17, 2001

TO:  Wisconsin Incumbent Local Exchange Telecommunications Reply Required
Cooperatives :
Re:  Accounting Treatment for Patronage Capital by File TELACCTG

+ Telecommunications Cooperatives

"TIn its order dated Novériber 16, 2001, in Investigation of Possible Impropér Subsidization by
Chibardun Telephone Cooperative, Inc., of its Subsidiaries and of Possible Related Violations,
docket 1090-TI-100, the Commission concluded that Chibardun Telephone Cooperative, Inc.’s
patronage capital is not part of account 4550, Retained Earnin gs, within the meaning of Wis.
Stat. § 196.204(1), but rather should be classified in account 4520, Additional Paid-in Capital,
based on the distributed nature of patronage capital under that cooperative's bylaws.

By order dated October 1, 1987, in docket 05-US-102, In the Matter of Prescribing a Uniform
System of Accounts for Class A and Class B Telephone Utilities, the Commission adopted the
following Ianguagc for subsection (a) of account 4550, effective J anuary 1, 1988:

(2) This-account shall jnclude the undistributed balance of retained
earnings derived from the operations of the company and from all
other transactions not includable in the other accounts appropriate
for inclusion of stockholders’ equity.

In effect, the Commission’s order in docket 1090-TI-100 clarifies that patronage capital does not
qualify as an “other transaction” includable in retained earnings under subsection (a) of account .
4550, .

The above accounting treatment should be inplemented by all incumbent local exchange
telecommunications cooperatives in Wisconsin., At the present time, the following
telecommunications cooperatives are operating in the state: '

Chequarmegon Telephone Cooperative, Inc.

Chibardun Telephone Cooperative, Inc.

Citizens Telephone Cooperative, Inc.

Cochrane Cooperative Telephone Co. -.

-+J.aValle Telephone Cooperative, Inc. .
Marquette-Adams Telephone Cooperative, Inc.

' Nelson Telephone Cooperative
Richland-Grant Telephone Cooperative, Inc.

- Tri-County Telephone Cooperative, Inc.

10. Vernon Telephone Cooperative

11. West Wisconsin Telcom. Coop. Inc.

V0N S WN

Telephone: (608) 266-5481 , Fax: (608) 266-3957 TTY: (608) 267-14'79
Homic Page: httpyfivww.pse.state.wiius ‘ - ‘ T B e e
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Consistent with the Commission’s finding in docket 1090-TI-100, each cooperative should

- reclassify its patronage capital to account 4520, Additional Paid-in Capital, by December 31, 2001,
and reflect such classification in its 2001 incumbent local exchange carrier annual report to be filed
with the Commission on or before April 1, 2002. The reclassification is consistent with Wis. Stat.
§ 185.45(3), stating that “[u]nless the articles or bylaws otherwise expressly provide, none of the
remainder of the net proceeds shall constitute income of the cooperative but all thereof shall be
distributed and paid to patrons, whether members or not.” A cooperative’s articles or bylaws may
provide, however, that any of the net proceeds be credited to allocated or unallocated surplus or

-—reserves-of the cooperative,-in which case such et proceeds would not-be considered patronage -
capital. :See Wis. Stat. § 185.45(4)(a).

Please confirm by letter that this change is being made. If a cooperative believes that all or
a portion of its patronage capital does not qualify for classification in accomnnt 4520, that
entity shall inform the Comunission of the particulars constituting alternate classification
prior to the closing of that entity’s books for calendar year 2001.

If you have any questions concerning the above-specified accounting treatment for patmnége
capital by telecommunications cooperatives, please contact Kevin Klingbeil at (608) 267-9504.

incerel

avid Albino
Administrator
Telecommunications Division

DAKHK tmgt-\ss\letter\pamronage cap acctg o 1201

cc: Ray Riordan, Excéuﬁvc Vice President, Wisconsin State Telecommunications Association, Inc. (WSTA)
Gerald A. Ringlund, Chairman, WSTA Accounting Committee
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UNITED STATES DEPARTMENT OF AGRICULTURE
Rural Electrification Administration

March 5, 1964

TO : Boards of Directors of Electric and Telephone Cooperatives

SUBJECT: Capital Credits and Related Consumer Benefits

REA has made important changes in its capital eredit recommendations,
We believe these merit the careful attention of your cooperative. These
changes have been developed with the excellent help and cooperation of
representatives from NRECA and NTCA. The basic objective behind these
changes is to encourage active support and participation of member patrons
in the affairs of the cooperative and to provide thern with maximum bene-
fits from its operation. These changes are set forth in detail ina revised
REA Baulletin. A summary of these changes and the reasons why they are
being made follows.

The unique position of electric and telephone cooperatives in the field of
utility service is inescapably dependent upon their inherent characteris-

tics as consumer-owned, nonprofit organizations. Their.rightful claim

to exemption from the usual pattern of utility regulation is baged essentially
on the fact that the consumer, the owner and the equity investor are one

and the same, and consequently there are not the usual third party rights
that require protection by regulatory agencies. Their income tax treat-
ment is based on the fact of cooperative, nonprofit, operation.

It is important to preserve, within reasonable administrative limits, the
essential identity of consumer, owner and equity investor. The revolving -
of capital on a systematic first in, first out basis provides an equitable
method whereby each patron furnishes for a .period of time his fair share
of the capital needed by the cooperative and then has it returned to him as
new capital is supplied in subsequent years. This results in a very desir -
able situation in that to the maxirmum possible extent the capital will be
owned by the current member-patrons who are primarily concerned with
the operations of the cooperative. Their active support and participation
are of vital importance to the continued success of the cooperative as a
member ~owned and controlled enterprise.

Clear recognition of the nature of capital credits, including actual retire-
ment as it is deemed proper, is also a critical factor in maintaining the
essential position of the cooperative as a nonprofit organization.

The bylaws of 2 number of cooperatives provide that no retirements shall
be made if after the retirement the capital would be below 40 percent of
total assets, In view of the comprehensive financial planning by cooperative
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borrowers, this bylaw net worth provision is considered unnecessary and
may be in conflict with their current objectives, REA therefore recom-
mends the elimination of the net worth restriction on retirements from
the capital credit bylaw. A number of borrowers have already eliminated
this provision.

The amount and timing of capital retirements should be determined by
each board on the basis of the cooperative's overall financial plan, de-
veloped as recomnmended in REA Bulletins on financial planning. (REA
Bulletin 105-4 dated May 12, 1960, is cancelled and a revision will be
issued shortly,) By using the financial plan, the board can ascertain what
retirements of capital are consistent with the current objectives of the
cooperative, including those relating to working capital, reserve funds,
rates, and net worth.

The revised bylaw provides that the so-called non-operating marging not
needed for offsetting deficits will be included with the ammounts furnighed
as capital and allocated to the patrons. The allocation of non-operating
marging in this manner increases the patrons' capital credits, reduces
their cost of service, and clearly establishes the interest of each patron
in the cooperative's net worth, -

The offsetting of deficits or losses against non-operating margins is rec-
ommended in order to avoid the carrying of deficits indefinitely on a
cooperative's books. Up to this time any deficits incurred, usually during
the early years of operation, have remained on the books asa separate
item notwithstanding the accumulation of net worth in later years. The
revised bulletin now provides an orderly method for offsetting deficits.
These offsets will not affect the cash position or change the net worth of L
the cooperative.

The attached REA Bulletin 102-1 (Electric) and 402-3 (Telephone) and the
accompanying capital credit bylaw provisions were submitted to the Inter-
nal Revenue Service. It has advised that "the information and recommen -
dations set forth in the Bulletin and the proposed bylaw provisione do not
appear to be in conflict with the position of the Service as based on
applicable pravisions of the Internal Revenue Code and Regulations. "

In our judgment these capital credit recommendations provide a sound
basic relationship between your cooperative and ite mmember-patrons con-
cerning the furnishing and retirerment of capital. They deserve careful
consideration by your cooperative. REA personnel will be glad to meet
and discuss with your Board any agpects of the new bulletin and bylaw on
which you desire more information.

Administrator
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SUBJECT =

UNITED STATES DEPARTMENT OF AGRICULTURE
Rural Electrification Administration

March 5, 196k
Supersedes 8/28/59%

REA BULIETIN 102-1 (Electric)

REA BULIETIN 402-3 (Telephone)

Capital Credits - Consumer Benefits

I. PRurpose: To set forth recommendations for electric and telephone
cooperative borrowsrs concerning capital credits and related con-
sumer benefits.

II. Geperal:

A.

The.Rural Electrification Administration amd its coaperative
borrowers have a special concern that the cooperatives oper-
ate on a non-profit basis and provide maximam benefits for
their consumers. Non-profit opsration also facilitates the
furnishing of area-wide dependable service at the lowesi pos-
sible cost in keeping with the objectives of the Rural Elec-
trification Aet.

Effective bylaws, pollcies and practices concerning capital
credits are essential in providing maximm consumer benefits
and in encouraging active member participation in a coopera-
tive's affadrs.

Borrowers are responsible for informing REA of changes in
bylaws, policies or practices concerning capital credits, in-
cluding proposed general retirements of capital or other cash
distributions to patrons. (Ses REA Bulletin 100-2: 403-3)

ITI. Policy and Recommendations:

A‘

REA recommends that each cooperative borrower operate under
capital credit bylaws whereby all amounts received in excess
of losses, costs and expenses will be included in the patrons®
capital credit accounts. The bylaws should clearly establish
an agreement between the cooperative and its members and pa-
trons that:

1. amounts paid in excess of costs and expenses of providing
sexrvice are furnished as capital;

2. such amounts will be determined annually on a patronage
basis and credited to a capital account for each patron;

*REA Bulletin 102-1
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3. all other amounts received by the cooperative from its
operations in excess of costs amd expenses will be (a)
used to offset any losses incurred during the current
or any prior fiscal year and (b) to the extent not
needed for that purpose, allocated on a patronage basis
snd included as a part of the capital credited to the
accounts of patrons;

L. each patron will be notified anmially of the amounts
credited to his capital account; and

5. capital credited to patrons will be returned to them
on a revolving basis when the board determines that the
financial condition of the cooperative will not be im-

[N pai.x‘ed thereby-

2. The amount and timing of capital credit retirements should
be consistent with REA mortgage requirements and the coopera-
tive's overall financial plan developed as recommended in REA
Bulletins on financial planning. Farticular attention showld
be given to such matters as working capital, reserve funds,
rates, financing capital additions, and net worth.

C. wsenmbers and patrons should be given full information couvern-
ing capital credits to further their understanding and Suy
port of the cooperative.

D. The attached material includes appropriate bylaw provis: s
and additional information concerning the recommendations
set forth above, -

/ {'_ Vs 7
/ et 2T A . A
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Administrator /

Attachment
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CAPITAL CREDITS:
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Capital Credits
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AFPENDIX A
CAPITAL CREDITS

TABLE OF CONTENTS

g

Purpose..... erraev-taseasrvesrrteenannnby sesvasrasaas
Capital Credit Ratirements......cieevse-. cermacanasne
Deficits and Non-Operiting MarginsS...ceeccieccccocsas
Mlocation of Credits tb Patrons' Capital Accounts...
Generation and Transmission Cooperatives....ceeseesss.
Estates of Deceased Palrons...ec-cveccsccsacctncsnnsss
Patrons Who Discontinue Service..cccecveaves-sve-nna .
- Income Tax Treatment of Electric and Telephone
Cooperatives..cveeve-vaanns sestesssacserenvesnmuaag
JIncome Tax Status of Capital Credits to Patrons......
Information to Patrons on Capital Credits and
Notification of Capital Credited to Their Accounts.
Recommended Capital Credit Bylaw ProvisionS..ccesvanes

MmN O MW EW

Egggosé: The appendix provides information and guidance to cooperative
borrowers concerning capital credits and related consumgr benefits as
recommended in REA Bulletin 102-1: 402-3. It includes:

1. A discussion of REA recammendations for establishing effective
capital credit bylaws, polieies and practiced to assure non-
profit cperation and provide maxirum benefitg to consumers, ard

2, A recommended capital credit bylaw provision.

e

Capital Credit Retirements: Capital credits should pe returned to pa-
trons on a revolving basis as soon as it is determirpd that the overall
financial condition of a cooperative permits. Capital c¢redit retire-
rents on a systematic, continuing plan are basic to good cooperative
functioning. Revolving the capital of a cooperative -« retiring the
older capital as new capitdl is supplied -- encourages more active sup-
port and participation in the cooperative's affairs by present members.
This revolving process means that to the maximum pomssible extent the
capital will be owned by the current menber-patrong who are vitally in-
terested in the operations of the cooperative. Retirements of capital
eredits constitute tangible evidence to members and patrons that their
cooperative is being coperated on a non-profit basis and for their maxi-
mam benefit.

The bylaws of a nuiber of cooperatives provide that no retirements shall
be made if after the retirement the capital would bLe below LC percent of
total assets. In view of the comprehensive financial plannin, uy coop-
srative borrowers, this bylaw net worth provision is considered unnec-—
essary and may be in conflict with their current objectives. REA there-
fors recommends the elimination of the net worth restriction on retire-
ments from the capital credit bylaw. A number of borrowers have already
eliminated this provision.
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The deterrdnation by ihe bLuard as to.the amount and timing of capital
credit retircients should be made on the basis of the cooperative's
overall financial plan developed as recommended in REA Bulletins on
financial planning. Particular attention should be given to such mat~
ters as working capital, reserve funds, rates, financing capital ad-
ditions, and net worth. The board thus determines that any retirements
af capital credits will not impair the financial condition of the coop-
erative.

REA recommends that retirememts of capital credits be made on a revolv-
ing basis. The board may retire all or any portion of the credits for
a particular year but the oldest outstanding credits would be retired
first and thereafter succeeding years® credits would be paid off in
order.

The “firstwin, first-out™ principle for retiring capital credits is
recommended because it provides a systematic and equitable method for
revolving capital. There may be unusual circumstances where a coopera-
tive may want to consider a modification of the “first-in, first-out”
principle. In such isolated instances, borrowers are cautioned to have
a thorough legal} analysis made in order to determine the extent of pos-
sible interference with any vested rights of consumers. Where a coop-
erative, after such an analysis, finds there are compelling reasons ta
modify the revolving basis in erder that all current patrons may par-
ticipate in the veturn of capital credits, the last sentence of the 3d
paragraph of Section 2 of the "Non-Frofit Operation*’ article of the by-
laws might be changed to read as follows:

vAry such retirements of capital shall be made in order.oi
priority according to the year in which the capital was
furnished and credited, the capital first received by the
cooperative being first retired, provided, however, that
beginning with the year. _______, cash made available for
retirement in any year may be used to retire capital fur-
nished by all patrons during the most recent fiscal year
subject to the requirement that at least fifty per centtum
(50%) of such cash shall be applied to the retirement of
.- the oldest outstanding capital credits as hereinabove pro-=
- vided.*”

e

Retirements of capital by a cooperative borrower are subject to REA
mortgage requirements. It is important, therefore, that each coopera-
tive borrower determine that any proposed retirement is consistent with
applicable mortgage provisions.

If a cooperative has not always operated under capital eredits, a deter-
mination of the rights of members and patrons under pre-existing bylaws
should also be considered. The disposition of margins and the rights,

Af any, of members and patrons in margins would normally be governed by
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the provisions of the bylaws in effect at the time the margins were 1e-
ceived. Some cooperatives, at the time they adopted capital credits,
took appropriate corporate action to assign and credit existing margins
on an equitable basis to their members and patrons, and slected to
treat such margins as patronage capital subject to the same rights and
_imitations as patronage capital furnished under the new capital credit
oylaw. An analysis of any such corparate actions or former bylaw pro-
visions would seem advisable before authorizing general retiremsnts for
a varticular year or years.

Jelicits and Nonogggratlng Margins: Under capital credits, amounts
pad by patrons in excess of costs and expenses of providlng service are
pg*d in as capital and are credited to the capital accounts of the pa-
trons. Patrons' capital accounts are credited with the amounts of capi-
tal paid in each year even though delicits have been incurred during .
past years. The bulletin (paragraph III A 3) recommends that all other
amounts received by the cooperative [rom its operations in excess of
costs and expenses, usually referred to as °non-operating margins,™ be
allocated to patrons on a patronage basis to the extent that such non-
operating margins are not needed to offset any losses incurred during
the current or priar years.

Before any allocations of non-operating margins are made, losses should
be deducted from these margins. This will enable the cooperative to
(a) offset deficits in an orderly manner, and (b) account on a patron-
age basis to its patrons for all amounts received from its operations
in excess of costs and expenses. This means that any deficits will be
systematically offset by non-operating margins and the patrons will
always be credited with the capital they furnish the cooperative to-

gother-with other allocable amounts. This furthers the objective of e

providing patrons with maximim benefits from the overall operation of
the cooperative.

Non-operating margins arise principally frcm interest on Government
bonds and savings accounts in banks-and butlding and loan associations.
Since a cooperative needs to maintain adequate funds fér werking capl-

- tal and reserves for the conduet of the business, such as are recom-

mended by REA in Dulletin 1-7: 300-5, it is only reasonable and in the
best interests of both the cooperative and its patrons that an interest
return on the funds bs obtained until such time as the funds are actu-~
ally used. Inasmch as these activities are a normal part of operations
and are merely incidental to the primary purpose of furnishing electric
or telephone service, it is desirable to assign such amounts to patrons*
capital accounts on a patronage basis. This increases the consumer
benefits from the overall operations of the cooperative.

There may also be other miscellaneous amounts received by the cooperative

‘which may not ba classified in the accounts as non-ovporallng warpins. To

the exlent that tlere is a practical and equitable basis for allocation,
it is contemplated thal thase amounts will he cvredited to the patrons'
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capital credit accounts. For example, gains on sales of property would
be included in the amounts to be allocated. Contributiens in aid el
construction, forfeited mewbership fees, and gains on aequired capital
eredits would not be included. .

Since most cooperatives have not been allocating non-operating margins
to patrons, and past operating deficits have not been offset, any ac~
cumlated non-operating margins should be applied against any accumi-
lated deficits. This would not affect the cash position or cliange the
total net worth of the cooperative. If a balance of non-operating .
margins remains after this offset, the board should decide whether such
balance should be allocated to patrons retroactively or remain unallo-
cated. The amount of the balance involved and administrative costs are
among the factors to be considered in malking this decision.

Coopsratives sometimes engage in minor merchandising activities as a

part of power use programs. Any losses f{rom merchandising are borne by
the patrons from the cooperative’s total operations. Margins resulting
from such merchandising activities should generally be included with
other so-called non-operating margins to be assigned on a patronage basis.
Except. where a bhorrower engages in substantial merchandising activities,
and accounts for -them separately, there is no need for a specific bylaw
provision relating to “Patronage Refunds in Connection with Furnishing
Other)Ser'vices" (Section 3 of the Non-Frofit Operation article of the by-
laws.

Allocation of Credits to Patrons' Capital Accounts: The bulletin (Para~
graph IIT A 1 and 2) recommends that the amounts to be credited to the

capital account of tach patron be determined on a patronage basis. The
term "pazron” means both member and non-member. WNo patron should be
asked by contract or otherwise to waive his capital credits.

While operating and non-operating amounts are discussed separately in

' this Appendix, it should be recognized that, as a practical matter, all
amounts -- regardless of source -- to be allocated to patrons would be
added together and only one allocation would be mgde anmally to each
patron. The cooperative, however, should maintain separate records of
the amrmal operating anc non-operating margins.

The calculation of ecredits should be based on the total dellar volume
of businesa done with the cooperative, or on a fair and reasonable
variation of this methed where it will be more equitable to the con-
sumers. For example, some electric cooperatives provide for deducting
from each consumer's annual power bill the direct cost of the kwh pur-
chassd by him, and for allocating the capital and other allocable
amounts among the consumers on the basis of, and only in proportion to,
the remaining balance of the payments for power. Such a method is
simply one approach - and, seemingly, a fair and equitable approach -
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to the problem of allocating to each consumer his proportionate part of
one of the items of cost bafore arriving at the balance available for
capital credits. This and any other method which seeks to break down
any of the elements of cost on an equitable and reasonably determinable
basis would appear to be proper.

Where service is being rendered to various groups of consumers (such as
irdustrials and commercials) under different rate structures and possi-
bly under different cost of service conditions, it may be appropriate in
somz cases, that in the determination of .the amounts of capital, if any,
furnished by such consumers, different approaches or factors be used for
these different groups of consumers. To conform to the prineiple of non-
profit operation, such determinations mst be reasonably supportable by
differences in the cost of service to and the rates paid by such consun-
ers and be reascnably designed to ascertain as accurdtely as possible the
amounts paid by the consumers in excess of the cost of service to those
consumers.

Generation and Transmission Cogperatives: Generally, the handling of
capital credits for either type of electric cooperative - G&T or distri-
bution - would be the same. Capital credited to the account of a dis-
tribution cooperative by a G&T cooperative is an investment by the dis-
tribution cooperative in the capital of the G&T cooperative. This capi-

" tal investment is made initially as a part of the payment for power pur-

chased. While this payment is not broken down for reporting purposes by
the distribution cooperative, the capital portion of the payment is, in
effect, a reduction in the cost of power which would increase the amount
2vailable as capital credits to the distribution cocperative's consumers.
71e distribution cooperative should allecate to its patrons the capital
credits assigned to it by the G&T cooperative at the same time it allo-
cates other capital. In this way, allocation and retirement of capital
credits arising from G&T operations will be treated by the distribution
cooperative in the same manner and as part of any other capital credits
allocated to its patrons.

dstates of Dineased Patrons: 'Capital credits of deceased patrons may be
retired to facilitate the settlement of estates. Under the bylaws, set-
tlemsnts of this type are discrationary with the board so long as they

are made under a policy of general application. Some boards have appliead
a discount tecr'se the retirements are made out of turn although many
boards have found it more desirable to make such retirements on a 100
percent basis. The financial condition of the cooperative and the ex-
pected number of requests of this nature over the ysars are important
factors to consider in establishing a general policy. REA Bulletins 102-2
and 402-2 waive the mortgage provision requiring certain amounts and kirds
of assets as a prerequisite to retirements ol capital credits of deceased
patrons under speciflied conditions.

Patrons Who Discontinue Service: REA recommends that patrons who discon-
tinue service should not be given a preference on capital credit retire-
ments over other patrons who coulimie to take service, either by way of
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immediate cash refunds ar by applying capital credits agaipst unpald
bills. Such a patron is not entitled by the termination of his service
to an immediate capital credit refund. His credits normally would be
paid off only at the time the cooperative is making a general retire-
ment of credits for a particular year, either by cash or by offset
against any unpaid bills. In the meantime his record is held as an in-
active account. If a patron cannot be located through his last known
address when a general retiremsnt is made, his capital credit record
should be retained, and the cooperative can contimue using the capital
until it is called for by the rightful claimant. If a patron termine-
ateshis service, hs may under the bylaws assign his capital credits to
his successor in interest or occupancy. :

atmnt of Elsc Telephone C ratives: The Fed-
eéral income tax law has long contained language exempting certain non-
profit organizations and cooperatives fram the tax and these exemption '
provisions have been contimed, although rewritten and modified in cer-
tain respects over the years. Section 501(c)(12) of the Internal Reve-
me Cede of 1954* is the prowision geueirally held appiicable to elec-~
tric and telephone cooperatives.

It provides exemption for:

“Bgnevolent life insurance associations of a purely local char-
acter, mutual ditch or irrigation companies, matual or coop-
erative telephone companies, or like organizations; but only
if 85 percent or more of the income consists of amounts col-
lected from members for the sole purpose of meeting losses and
expenses.” ‘ :

Telophons cooperatives are specifically mentioned and electrie coopera-
tives are considered “like organizations™ within the meaning of this
language. Under applicable incoms tax regulations, tax exemption 1s
not automatic and is recognized by the Internal Keverue Service only
after a cooperative has filed an application therefor with the appro-
priate District Director of Internal Reverus. An organizatlon that is
authorized to pay or pays dividends on its stock or membershlp fees as
distinquished from patronage refunds or capital credits would not be
gligible for exemption under Section 501(c)(12) according to the posi-
tion taken by the Intermal Reverme Service. :

*The Reverme Act of 1962, insofar as it affects the tax treatment of co-

_ operatives and their patrons, does not apply to either (a) elsciric or
telephone cooperatives exempt under Section 501(c) (12), or (b) presen-
tly taxable cooperatives which are engaged in furnishing electric en-
ergy, or providing telephone service, to persons in rural areas. (Sec.
1381(a) (2)(A) and (C), Internal Revenue Code aof 1954, as amended by the
Revenue Act of 1962) Electric amd telephone cooperatives and thelr pa-
trons are, of course, still governod by the previously applicable law.
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Most sloctiriv and twlephune cooporalives have (ualified for exemption un-
dur Section »01(e)(22) and exemption, once established, would continue in
effect from year to year as long as the cooporative meets the require-

ments for exemption under this Section.* As an exempt organization, how-
ever, anmual information returns (Form 990) are required. The information
return calls for a report on changes in a cooperative®s articles of incor-

- paration or bylaws, or any change in its method of operation in order that

the effect, if any, of such chamges upon the exempt status of the organi-
zation may be determined. Compliance with articles and bylaws upon which
exerption was granted is, of course, always essential.

While as imdicated azbove only ome allocation would be made annually to
each patron, care should be taken to insure that the cooperative's ac-
counts will separately refisct the agounts of all operating and non-
operating margins, Such segregation of these respective items on the co-
oparative's books mdy not be significant so long as it remains exempt from
Fedbral incoms tax. However, if a cooperative does not have exempt status
or has lost it after having been exempt for a period of years, only the
amounit of the allocations attributable to the operating margin would be
deductible in computing the cooperative's taxable income.

Income Tax Status of Capital Credits to Patrons: For the patron of an
electric or telephone cooperative who uses service for only non-business
purposes, capital eredits would in no way emter into his Federal income
tax calculations. They merely have the effect of reducing the cost of
the electricity or telephone service purchased for personal, living or
family use. A patron .of an electric or telephone cooperative who de-
ducts all or a portion af his electric or telephone bill as'a business
expernse may, however, have his individual Federal jincome tax liability
affected. The cash received by such a patron, when his capital credits
are retired, should normally be reported as ordinary income in the year
received but only in the same proportion that payments for service had
rreviously been deducted- as business expenses. .Patrons may have tax
questions of an individual nature and these should be taken up by the pa-
tron with the Internal Revenue Director for his district.

Information to Patrons on Capital Credite and Notification of Capital.
Credited to Their Accounts: REA recommerds that members and patrons be
given full information concerming capital credits. This is essential to
good cooperative relations with members and patrons and to their better
undarstanding and support of the cooperative. It is equally important
that members amd patrons be notified promptly of the amount of capital

*An electrie cooperative in Tennessee h'u-,, as a result of a decl"J on of
the U.S. Circuit Court of Appeals in \,0 4
ship Carporation, 158 I (2d) 272 (G.A. 6th, 194A), been held t..xumpt. un-
der Saection 101 (8) of the Internal ltuvcnue Codo of 1939 (Uection
501(e) (4) of the 1954 Code) as an organization ?for the promotion of
social welfare.” The Internmal Reverme Yervice, however, does.not agree
with this-decision. Revenue Ruling 57-49%4, 1957-2 C.B., 315.
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credited to their accounts each ysar. As vopital is 1ciwsned to patrons,
the cocperative not only should explain the paywsnts te the patrons but
also should acquaint the local commmity of its acliui. sisl why the pay-
mnts are being made. Information concerning each of these aclivities
enables the members, patrons and the entire community. to have a better
understanding of the non-profit character of the cooperstive and of the
fact that it is locally owned and operated to provide m:mmm benefits
to its consumers.

Recommended Capital Credit Bylaw Provisions: The attached bylaw provi-

sion entitled “Non-Profit Operation” inc-rparates REA recommerndations set
forth in Pulletin 102-1: 402-3 and discussed in the Appendix A. To ef-
fect these recommerdations, the capital credit bylaw provision which many
cooperatives have adopted would require ameidment. The cbunges are in-
dicated as follows: '

1. Recommended additions are shown in ita_jcs and marked by
© the word ‘ Addition® in the margin.

2. Recommerded deletions are shown by a line drawn through
tae words to be deleted and are marked by the word
eletion! in the margin.

In addition Zo this provision, other portions of a cooperative's bylaws
may deal wita capital credits. These other provisions aiso help in
clearly establishing the contractual relationship between the coopera-
tive and its members. For example, the provision obligating each nem-
ber to purchase service from the cooperative, and to pay therefor
monthly at rates to be determined from time to time by the board should
also provide that it is expressly understood that amounts paid by mem-
bers In excess of the cost of service are furnished by mambers as capi-
tal and each member shall be credited with the capital so furnished as
provided in the bylaws. The provision in some of the older electric
cooperative bylaws to the effect that “termination of menbership shall
operate as a release of all right, title and interest of the member in
the property or assets of the cooperative' must be deleted since, under
capital credits, a former member would not lose the right to any capi-
tal credited to his aceount while taking service merely upon termina-
tion of his menbership. He may cease to be a member with veting righis:
but he would not forfeit his capital credits. In addition to the by-
laus, there may be instances in which a cooperative's articles of in-
corporation include som® or all of the provisions discussed above de-
perding upon the requirements of the incorporation statute.

Cooperatives which have not yet adopted capital credits should amend
their bylaws to include the attached  Non-Irofit Operation® provision.
The words shown in italies should, of course, be included and the words
marked for *Deletion’ omitted. Frovisiens of their bylaws dealing with
the disposition of revenues and rcceipts should be repealed since the
mew language would replace these provisions and establish the basic
contract between the coooerative and ity mewlers. In addition, other
amerdments of the bylaws umy e necassary as indicated above. Appra-
priate revisiowss of articles of iuco porabtion way also be recessary,
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B ‘ ARTICLE

" NON~PROFTT OFERATION

- SECIION 1. Interest or Dividends on Capital Prohibited. The
- Cooperative shall at all times be operated on & cooperative non-profit
basls for the mutusl benefit of its patrons. No imnterest or dividends

shell be pald or paysble by the Cooperstive on any capitel furnished by
' its patrons.

SECTION 2. Patronage Capital in Connection with Fuynishing Electric
Energy.* In the furnishing of electric energy* the Cooperative's oper- .
ations shall be so conducted that all patrons will through their patronage-
; furnish cepital for the Cooperative. In order to induce. patronege and to
; assure that the Cooperative will operate on a non-profit basis the Cooper-
ative ia obligated to account on a patronage basis to all its patrons for
: all amounts received and receivable from the furnishing of electric energy*
in excess of operating costs and. expenses properly chergesble against the
furnishing of electric emergy.* All such amounte in excess of operating
costs and expenses at the moment of recelpt by the Cooperative are yecelved
with the understanding that they are furnished by the patrons as capital.
The Cooperative is obligated to pay by credits to a cepitel account for
each patron all such amounts in excess of operating costs and expenses.

The books and records of the Cooperstive shall be set up and kept in such

& manner that at the end of each fiscael year the amount of capltel, if eny,
80 furnished by each patron is clearly reflected and credited in an appro-
priate record to the capital sccount of each patron, and the Cooperative
shall within a reasongble time efter the close of the Piscal year notify
each patron of the amount of capital so credited to his account. All such
amounts credited to the capital sccount of any patron shall have the same
status as -though they had been peid to the patron in cash in pursuance of -
a legal obligation to do so end the petron had then furnished the Cooper-
etive corresponding amounts for capital.

All other amounts received by the Cooperative from its operations in excess of costs and
expenses shall, insofar as permitzed by law, be (a) used to offset any losses incurred during the
current or any prior fiscal year and (b) to the extent not needed for that purpose, allocated to its
é patrons on a patronage basis and any amount so allocated shall be included as a part of the
= capital credited to the accounts of patrons, as herein provided,

2
=
S

Tn the event of dissolution or liquidation of the Cooperative , after
ell outstanding indebtedness of the Cooperative shall have been paild, out-
standing capitel eredits shall be retired without rriority on a pro rata
basis before any peyments ere made on account of property rights of members.
If, at any time prior to dissolution or liquidation, the board of directors
Shall determine thet the financial conditlon of the Cooperative will not
be impaired thereby, the capitel then credited to patrons! accounts mey be

*For telephone cooperatives » the words lelectric energy" ahould be changed
to read "telephone service."
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retired in full. or in part. Any such retirements of capital shall be
made in order of priority according to the yeaer in which the cspitel
was furnished end credited, the capital first received bty the Cooper-
ative being first retired. In ne ovend:, howover, nay any sueh eapitat
be rebired unlees, -after the proposed retirement, +he- copitel of the
meﬁmmwm%ﬁﬁmm
aspsete of the Seeperebive.

Capitel credited to the account of each patron shell be assignable
only on the books of the Cooperative pursuant to written instructions
from the assignor end only to successors in interest or successors in
occupaney in all or a part of such patron's premises served by the Cooper-
ative unless the board of directors, acting under policies of general
epplication, shall determine otherwise.

Notwithstending eany otlier provision of these bylaws, the board of
directors, at its dlscretion, shall have the power at any time upon the
death of any patron, if the legal representatives of his estate shall
requeat In writing that the capital credited to any such patron be
retired prior to the time such capital would otherwlse be retired under
the proviasions of these bylaws, to retire cepltal credited t0 mny such
patron immedistely upon such terms and conditions as the Dboard of di-
rectors, acting under policies of general application, and the legal
representatives of such petron's estate shell agree uponj provided, how-
ever, thet the finencial condition of the Cooperative will not be im-
peired thereby.

The patrons. of the Cooperstive, by dealing with the Cooperative,
pcknowledge that the terms and provisions of the articles of incorporation
and bylews shall constitute and be a contract between the Cooperative and
each patron, and both the Cooperative and the patrons are bound by such -
contract, as fully as though each patron had individually signed a sepa~ .
rate instrument containing such terms and provisions. The provisions of
this erticle of the bylaws shall be called to the attention of each patron
of the Cooperative by posting in s conspicuous place in the Cooperative's
office. '

1 015/015
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umns. opposite each name, the number of the contract, the date of
the filing, and a brief description of the products, goods or services
covered by such contract.

(3) The recording constitutes notice to all persons of the asso-
ciation's rights under the contract. The recording also constitutes
such notice that an interest in the title to all products agreed to be
sold by the member—maker of such contract to the association dur-
ing the term of such contract is vested in the association. In case
of a purchase of any such product thereafter by any party other
than the association from any party other than the association, no
interest of any nature shall pass to such other purchaser; the asso-
ciation may recover the possession of such products from any per-
son in whose possession they may be found, may obtain an injunc-
tion to prevent any attempted purchase, receipt or transfer not
permitted by the contract or may enforce its rights in any manner
permitted by law.

(4) The recording constitutes notice to all persons that the con-
tract is and remains a valid contract until:

(a) It expires according to its terms; or

(b) It is canceled by written mutual agreement of the parties
thereto; or

(c) Itis annulled or otherwise terminated by final judgment of
a court.

(5) Whenever the contract has been terminated in any such
manner, the association shall give, upon demand, a statement of
termination to the member—maker of the contract. Such member
may record such statement in the office of the register of deeds
where the contract was originally filed or recorded. At least once
each year the association shall record in the office of the register
of deeds where the contract was originally filed or recorded, a
sworn list of the names of all member-makers whose contract has
been terminated in any manner specified by sub. (4) (b) and (¢).
For any recording under this subsection the register of deeds shall
receive the fee specitied under s. 59.43 (2) (ag).

History: 1981 ¢. 245: 1985 a 30's. 42: 1993 a. 301; 1995 a. 201, 225.

185.43 Relief against breach or threatened breach.
(1) In the cvent of a breach or threatened breach of a contract
authorized by s. 185.41 by a member, the association shall be
entitied to an injunction to prevent the breach or any further breach
thereof, and to a decree of specific performance. Upon filing of
a verified complaint showing such breach or threatened breach,
and upon filing a sufficient bond, the association shall be entitled
to a temporary restraining order against the member.

(2) Any person, with actual or constructive notice that a con-
tract exists, who induces or attempts to induce any member to
breach or repudiate the member’s contract with the association, or
who in any manner aids a breach of such contract, is liable to the
aggrieved party for damages caused by such interference. The
association is also entitled to an injunction to prevent any interfer-
ence or further interference with the contract.

History: 1993 a. 482.

Itis not necessary to have demonstrated intent to induce a cooperative member to
breach or repudiate his contract with his association, because injury is presumed from
violation of the statute. Pure Milk Products Coop. v. NFO, 64 Wis. 2d 241, 219
N.W.2d 564.

185.44 Application of ss. 185.41 to 185.43; venue of
action. (1) Sections 185.41 to 185.43 apply after July 13, 1955
to all contracts whether made before or after that date.

(2) The proper place of trial of any action by or against an
association when based on ss. 185.41 to 185.43 is in the county
where the association has its principal office or registered agent.

185.45 Apportionment and distribution of proceeds.
At least once annually the directors shall determine and distribute
net proceeds as follows:

(1) There shall be deducted from total proceeds:
(a) All operating expenses and costs.

WFC Attachment 3
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(b) The cost of supplies, commodities, equipment and other
property or services procured or sold for patrons.

(c) The cost of services performed for patrons.
(d) All taxes and all other expenses.

(e) Reasonable and necessary reserves for depreciation, deple-
tion and obsolescence of physical property, doubtful accounts and
other valuation reserves, all of which shall be established in
accordance with usual and customary accounting practices.

{2) The remainder of the total proceeds are net proceeds and
shall be distributed and paid as follows:

(a) Anamount notto exceed 5 per cent thereof may be set aside
as an educational fund to be used in teaching or promoting cooper-
ative organization or principles. Such funds shall for all purposes
except the computation of net proceeds be deemed an expense of
operation of the cooperative.

(b) A share of the net proceeds may be set aside for or paid to
officers or employees, or both. Such amount shali for all purposes
except the computation of net proceeds be deemed an expense of
operation of the cooperative.

(c) Inacooperative organized with capital stock suchdividend
may be paid upon capital stock as is authorized by the articles. No
dividend may be paid if the capital is impaired or if payment of
such dividend would result in an impairment of capital.

T (3) Unless the articles or bylaws otherwise expressly provide,
none of the remainder of the net proceeds shall constitute income |
of the cooperative but all thereof shall be distributed and paid to
patrons, whether members or not, as follows:

(a) Reasonable reserves for necessary purposes may be
created, which shall be credited to patrons in accordance with the
ratio which their patronage bears to total patronage.

(b) Al the remainder of the net proceeds shall be distributed
and paid to patrons in accordance with the ratio which their
patronage bears to total patronage.

(c) There shall be no distinction between the persons entitled
thereto, but such reserves and distributions may be based upon
business done with particular departments or in particular com-
modities, supplies or services, or upon classification of business
according to the type or nature thereof

(4) If the articles or bylaws so provide:

(a) Any of the net proceeds may be credited to allocated or
unaliocated surplus or reserves of the cooperative.

{(b) None of the remainder shall constitute income to the coop-
erative, butal! of it shall be distributed and paid in accordance with
the ratio which individual patronage bears to total patronage,
either to member patrons only, to member patrons only with one
or more classes receiving a lower proportion than others or to all
patrons with nonmembers receiving a lower proportion than
members, as the bylaws provide. There shall be no other distinc-
tion between members and nonmembers, but distribution may be
based on business done with particular departments, or in particu-
lar commodities, supplies or services, or upon classification of §
business according to type or nature.

(5) The distribution and payment of net proceeds under sub.
(3) or (4) may be in cash, credits, stock, certificates of interest,
revolving fund certificates, letters of advice, or other certificates
or securities of the cooperative or of other associations, limited
liability companies or corporations, in other property, or in any
combination thereof.

(6) Allorany part of the net proceeds may be applied to losses
incurred in prior years, and the bylaws may also include any rea-
sonable provisions for the apportionment of losses.

History: 1985 a. 30ss. 23, 42; 1993 a. 112. .

In action to enforce security interest in certificates of deposit, in absence of aticle
or bylaw provision crediting net proceeds to surplus or reserves, proceeds from coop-
erative business in excess of actual exp and¢ ion of employees belongs

to patrons, not cooperative. Barron 1stNat. Bk. v. Basron Co. Coop, DCBSA, 77 Wis.
2d 1,252 N.W.2d 57.
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DETAILED ANALYSIS

. Introduction

A. The Cooperative Concept

A cooperative is a business entity of a unique form that
distributes its income to a particular member in accordance
with that member’s use of the cooperative. This feature
distinguishes a cooperative from the partnership or corpo-
rate form of doing business.! The primary function of a
cooperative is the allocation of economic benefits, either in
the form of net savings or net earnings, to the member-pa-
tron based on the quantity of business done with the
member-patron. For other entity forms, such as corpora-
tions or partnerships, economic benefits are allocated based
on the amount of investment in or services provided to the
organization. Cooperatives, however, resemble other busi-
nesses in certain respects. Cooperatives have similar phys-
ical facilities, perform similar functions, and must follow
sound business practices. Cooperatives usually incorporate
under state laws, although state statutes are specifically
designed for cooperatives. Cooperatives draw up bylaws
and other documents. Members elect a board of directors.
Despite these similarities, cooperatives remain different
from other businesses with respect to their purpose, owner-
ship, control and distribution of benefits.

Most cooperatives are characterized by democratic
ownership and user control, limited returns to capital,
return of net income or margins to users on the basis of use,
and the obligation of users to provide equity or ownership
financing. Democratic control generally means that a mem-
ber has one vote regardless of the amount of that member’s
patronage or stock investment. Some states, however, per-
mit voting based upon a member’s patronage and stock
investment. In those jurisdictions, the power of a single
member is usually limited by allowing the member to cast
no more than a small percentage of total qualified votes,
typically less than three percent.?

Most states have statutory limits specifying the maxi-
mum rate of return on investment capital. In many jurisdic-
tions, an eight percent rate is established as the maximum
return, but some states establish much higher limits. These
statutes are premised upon the general idea that an agricul-

tural cooperative is not designed as a for-profit investment
vehicle.

The feature that cooperative profits are distributed in
accordance with a particular member’s use (also known as

'While a primary objective of cooperative formation is to provide
members with a measure of economic market power, rarely will the
business a single cooperative member transacts have a perceptible impact
on prices paid for inputs or on prices received upon sale of products
produced. Consequently, a cooperative is designed to give its members the
benefits of group action in the production and marketing of commodities,
and in obtaining supplies and services.

. In some states, the percentage is higher. For example, in Kansas the
limit is five percent. See Kan. Stat. Ann, §17-1613 (1996).

744 Changes and Analysis of New Developments appear In the front of this portfolio

patronage) is consistent with the goal of maximizing mem-
bers’ interests and the notion that the cooperative is an
extension of the members’ business operations. To accom-
plish this objective, a cooperative attempts to market pa-
trons’ commodities at the highest possible price and pur-
chase quality inputs at the lowest possible cost. The
resulting savings (usually referred to as net income rather
than profits) belong to the patrons and are distributed to
them at least annually, usually in the form of patronage
refunds, though not necessarily all in cash. Typically, at
least 20% is paid out as a cash patronage refund and the
balance is invested in the user’s name as a retained patron-
age refund. The retained portion is redeemed at a later
time, usually when the user has stopped using the
cooperative.

Generally, but not always, cooperatives are formed
under state “cooperative” statutes.> An organization may
be “operating on a cooperative basis”* for federal tax
purposes even though it is organized under a state business
corporation or trade association statute.’ The Internal Rev-
enue Code (“Code”) does not define ‘“‘operating on a
cooperative basis;” however, administrative and judicial

See, e.g., N.Y. Coop. Corp. Law §110 et seq.; Minn. Stat. §308.05 et
seq.; D.C. Code §29-801 et seq.; Tex. Agric. Code §51.001 et seq.; Wis.
Stat. §185.01 et seq., Cal. Agric. Code §54001 ef seq.

*§1381. All references herein are to the Internal Revenue Code of 1986,
as amended, and the regulations promulgated thereunder, unless otherwise
indicated. Regulations defining “operating on a cooperative basis™ were
prepared in draft form in 1974. However, their provisions encompassed
such sensitive areas as one person-one vote, netting, and the application of
§277 to cooperatives, that they were never released, even as proposed
regulations. See 27 Coop. Accountant 37 (Spring 1974). In PLR 8937019,
the IRS, citing Puget Sound Plywood, Inc. v. Comr., 44 T.C. 305 (1965),
acq., 1966-1 C.B. 3, ruled that a corporation was taxable as a cooperative
since it adhered to the three basic principles of cooperatives: (1) no
dividends paid on capital contributions; (2) patronage distributions based
on business done with or for the cooperative; and (3) democratic control.
See also PLR 9402012 (survivor of merger of affiliated laundry service
and purchasing service for group of hospitals taxed as cooperative because
it operated on a cooperative basis under §1381(a)(2)); PLR 9322028
(corporation providing storage and loading services deemed to be operat-
ing on a cooperative basis after amending its by-laws to call for subordina-
tion of capital, democratic control, and operation at cost); PLR 9313016
(purchasing corporation with democratic control, subordination of capital,
and allocation of excess operating revenues considered to be operating on
cooperative basis under §1381(a)(2)); PLR 9237013 (changes in base
capital plan did not cause wholesale supply cooperative to cease operating
on cooperative basis); PLR 9235011 (taxable parent corporation’s transfer
of business assets to subsidiary in split-off permitted parent to qualify for
taxation as purchasing cooperative).

* An organization operating on a cooperative basis may deduct patron-
age allocations cven though it is organized under a state’s business
corporation statute. See Smith & Wiggins Gin, Inc. v. Comr., 31 T.C. 861
(1962), aff°d, 341 F.2d 341 (5th Cir. 1965); U.S. v. Mississippi Chemical
Co., 197 F. Supp. 490 (S.D. Miss. 1961), af"d, 326 F.2d 569 (Sth Cir.
1964); Linnton Plywood Ass’'nv. U.S., 410 F. Supp. 1100 (D. Or. 1976);
Producers Gin Ass’n, A.A.L. v. Comr., 33 T.C. 608 (1959), acq., 1960-2
C.B. 6; Southwest Hardware Co. v. Comr., 24 T.C. 75 (1955), acq.,
1955-2 C.B. 9; United Cooperatives, Inc. v. Comr., 4 T.C. 93 (1944), acq.,
1945 C.B. 6; Peoples Gin Co., Inc. v. Comr., 41 B.T.A. 343 (1940), af’°d,
118 F.2d 72 (5th Cir. 1941); Eugene Fruit Growers Ass'n v. Comr., 37
B.T.A. 993 (1938).
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Detai.led Analysis

interpretations of that phrase are discussed later in this
Portfolio.*

The two principal criteria for “operating on a coopera-
tive basis” are patron ownership of the entity and patron-
age dividends.

1. Patronage Ownership

Ownership of the cooperative is vested in the persons
who patronize the cooperative, rather than in investor-
stockholders. This does not mean that all patrons must have
an ownership interest. Many cooperatives do significant
amounts of business with persons or entities which do not
have an ownership interest (sometimes referred to as “non-
member business” or “nonmember patronage”).’

2. Patronage Dividends

Cooperatives return their earnings only to their patrons
(or to their member-patrons), in proportion to their
patronage.

While pronouncements have been made by the IRS
asserting other criteria for “operating on a cooperative
basis,” patronage ownership and patronage dividends are
central to much litigation and administrative rulings.® Oth-
er criteria are discussed later in this Portfolio.’

B. Scope of Coverage of Portfolio

This Portfolio examines the application of federal in-
come tax law to cooperatives. The primary Code provisions
are §521 (for exempt cooperatives) and §§1381-1388 (Sub-
chapter T). Certain cooperatives or similar entities are
specifically excluded by §1381(a)(2)(B) and (C) from the
provisions of these sections and are excluded from the
coverage of this portfolio. These include cooperative hous-
ing corporations," rural electric associations and telephone
cooperatives," mutual savings banks,” and mutual insur-
ance companies.” This Portfolio does not examine state
taxation of cooperative associations."

C. Cooperative Tax Principles

Cooperatives calculate taxable income and use tax
rates just as other corporations do, but with one principal
difference related to a cooperative’s distinct way of distrib-
uting net margins (profits) to its patrons based on use
rather than to investors based on investment.

In general, earnings of a cooperative flow through the
cooperative to patrons, with the cooperative not retaining

any margins as profit. Thus, earnings are taxed only once.

‘See I, C, 2, b, below.

"The word “member” has different meanings in different cooperatives.
Some cooperatives have no capital stock, and therefore have “members”
who may or may not hold “membership certificates.” Other cooperatives
issue common stock (and also may issue preferred stock), and refer to
their shareholders either as “stockholders” or as “members.”

* A subsidiary that deals only with its parent (the “patron™) is not
acting for the mutual benefit of its members and cannot be a cooperative.
PLR 8225013 (cooperative cannot have only one patron).

*See I, C, 2, b, below.

*§216. See 596 T.M., Cooperative and Condominium Apartments.

" §501(c)(12).

128591,

* §501(c)(15).

" Caveat: The reader is cautioned to study carefully the consequences
under state law of any proposed transaction.

A-2

The tax is ultimately paid by the cooperative patron,
although under some circumstances, the cooperative pays
tax on a temporary basis, then receives a deduction when
the money is finally passed on to the patron. The rule of
single taxation, however, only applies if business income
sources and distribution methods are “cooperative” in na-
ture. Earnings derived from nonpatronage sources and
margins not distributed in the manner specified by the
Code are generally ineligible for single-level tax treatment.

Upon the satisfaction of certain statutory conditions,
cooperatives treat retained patronage refunds and per-unit
retains as if the funds retained had been paid to the patron,
deducted by the cooperative, accounted for in the patron’s
income as ordinary income, then invested in the coopera-
tive. Conditions for this tax treatment include agreement
by the patrons to recognize the full patronage refund for
tax purposes even though not received in cash or negotiable
form.

Farmer cooperatives that meet several organizational
and operational rules set forth in §521 are allowed to
deduct two additional items: (1) dividends paid on capital
stock and (2) distributions of nonpatronage earnings to
patrons on the basis of their patronage."

1. Tax Treatment of Cooperatives Before 1962

While farmer cooperatives existed before the federal
income tax, the Revenue Act of 1913 did not mention
cooperatives. Tax exemptions for marketing cooperatives
(1916) ' and purchasing cooperatives (1921) V" were en-
acted for cooperatives which dealt only with members. By
1926, Congress added requirements limiting dividends for
capital stock and restricted reserves of an exempt coopera-
tive."” In 1934, Congress allowed business with the United
States to be disregarded for purposes of determining wheth-
er a cooperative would meet the standards for exemption
from federal income tax."”

Until 1951, farmers’ cooperatives which met the ex-
emption rules did not pay tax. In 1951, former §522 was
enacted giving “exempt” cooperatives the right to claim
certain deductions for dividends on capital stock and pa-
tronage distributions from income from sources other than
patronage.” While still termed ‘“exempt,” cooperatives
were subject to the corporate tax. A cooperative which
distributed patronage dividends could deduct them in deter-
mining taxable income and the patron would pay the tax on
dividends received. A series of court decisions in the
mid-1950’s, upset the general tax scheme of the Revenue
Act of 1951, however. Courts held that patronage refunds
“paid in paper” (termed written notices of allocation) had
no value and were not taxable income to their recipients.”
While the cooperative could still deduct the allocation, no
tax was being paid at either the cooperative or the patron

Y §§521(b), 1381(a)(1); 1382(c). See IT below.

" Revenue Act of 1916, §11(11).

" Revenue Act of 1921, §11(11).

** Revenue Act of 1926, §231(12).

" Revenue Act of 1934, §101(12).

* Revenue Act of 1951, §314.

! See, e.g., Long Poultry Farms, Inc. v. Comr., 21 T.C. 985 (1957),
rev'd, 249 F.2d 726 (4th Cir. 1957); Carpenter v. Comr., 20 T.C. 603
(1953), aff°d, 219 F.2d 635 (5th Cir. 1955), acq., 1958-2 C.B. 4; Caswell's
Est. v. Comr., 211 F.2d 693 (9th Cir. 1954), rev'g 17 T.C. 1190 (1952).
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Detailed Analysis

level. This led to the enactment of Subchapter T
(§§1381-1388) and repeal of §522 in 1962. The purpose
was to impose a single tax on all earnings of a cooperative,
either at the entity or member level.?

2. The Statutory Scheme
a. In General

Subchapter T of the Code, ‘“‘cooperatives and their
patrons,” ® is the basis for cooperative taxation and the
taxation of patrons.

Part 1 of Subchapter T consists of three sections.
Section 1381 describes cooperative organizations to which
Subchapter T applies. Subchapter T applies to all farmer
cooperatives, including farmer cooperatives qualifying un-
der §521.* However, a business need not be a farmer
cooperative to qualify for Subchapter T tax status. Any
business “‘operating on a cooperative basis” uses Sub-
chapter T when computing its tax liability.* Section 1382
describes how cooperatives calculate their taxable income.
This provision explains how cooperatives may reduce their
gross income by the amount they pay in noncash patronage
refunds and per-unit retains. Section 1382 also covers the
time period in which patronage and per-unit retains must
be paid, special accounting rules for pooling arrangements,
and the problem of earnings received after patronage has
occurred. Section 1383 describes how a cooperative is to
compute taxes in the year it redeems nonqualified written
notices of allocation and nonqualified per-unit capital re-
tains. The cooperative makes two alternative calculations
described in the section and uses the more favorable of the
two.

Part II of Subchapter T consists only of §1385. This
section addresses patron taxation. It describes how patrons
are to account for patronage refunds and per-unit retains
received from a cooperative. Under §1385, patrons are to
exclude from gross income patronage refunds properly
taken into account as an adjustment in the basis of proper-
ty, or attributable to personal, living or family items.

Part 111 of Subchapter T consists of §1388. This section
contains an important set of definitions including such key
cooperative tax terms as “patronage dividend (refund),”
“written notices of allocation,” “qualified written notice of
allocation,” “‘per-unit retain allocation,” and “qualified
per-unit retains certificate.” Section 1388 also provides
rules for obtaining consent from patrons to include noncash
allocations in taxable income and for the netting of patron-
age gains and losses.

Comment: The basic scheme of Subchapter T is decep-
tively simple, but variations in practices of cooperatives and
concepts of the IRS result in a complex, uncertain, and
often confusing body of published and private rulings.

2 See H.R. Rep. No. 1447, 87th Cong., 2d Sess. 79, A127 (1962); S.
Rep. No. 1881, 87th Cong., 2d Sess. 113, 310 (1962).

#§§1381-1388.

*81381(a).

”.§l381(a)(2).. Language in §1381(a)(2) specifically exciudes mutual
savings banks, insurance companies, and utility cooperatives from the
scope of Subchapter T,

744 Changes and Analysis of New Developments appear in the front of this portfolio

b.  "Operating on a Cooperative Basis”
(1) Generally

Any corporation operating on a cooperative basis * may
deduct from gross income (in addition to other allowable
deductions) all qualified ¥ patronage dividends * and per-
unit retain allocations.” Moreover, it may deduct amounts
paid in redemption ® of the portions of those items which
were previously distributed as nonqualified ' written no-
tices of allocation, or as nonqualified per-unit retains.

The fact that the Code provides that “any corporation”
can be a cooperative indicates a Congressional intent to
accommodate within the scope of Subchapter T the special
nuances, regulatory requirements, financial arrangements,
and other factors unique to various industries.

The only statutory limits to the benefit of qualifying as
a cooperative are found in the definitions of a “patronage
refund” * and “per-unit retain allocation.” ® To be ex-
cluded from taxable income, a patronage refund must be
paid on the basis of the business each patron conducted
with the cooperative, under a pre-existing legal obligation
to make the payment, and out of earnings of the coopera-
tive from business with patrons. In addition, refunds must
be computed on the same basis for patrons who engaged in
substantially identical transactions with the cooperative.
Section 1388(f) requires a per-unit retain also to be made
pursuant to an agreement between the cooperative and the
patron.

In the late 1950s and the early 1960s, the IRS took the
position that workers’ cooperative associations were not
among the classes of cooperatives eligible to exclude patron-
age refunds from taxable income.* In 1964, a federal
district court held that a workers’ cooperative was entitled
to exclude retained patronage refunds from gross income to
the same extent as purchasing or marketing cooperatives.*
In 1965, the Tax Court also ruled against the IRS by
holding that a workers’ cooperative was a ‘“‘cooperative

- association” for federal income tax purposes.” The Tax

Court listed “three guiding principles” as the core of
cooperative economic theory: (1) subordination of capital,
(2) democratic control by the members, and (3) proportion-
al allocation of margins on the basis of patronage.”.

% §1381.

n §1388.

# §1382(b). The following statement on deducting patronage dividends
appears in Farmers Cooperative Co. v. Birmingham, 86 F. Supp. 201, 213
(N.D. Iowa 1949):

“The exclusion of patronage dividends for federal income tax
purposes has not been placed upon the ground that cooperatives are
special creatures of statute under the tax laws, but is justified rather
upon the theory that patronage dividends are in reality rebates on
purchases or deferred payments on sales, allocated or distributed
pursuant to a pre-existing obligation of the cooperative, and thus do
not constitute taxable income to the cooperative.”

» §1382(b).

*§1388.

" §1383.

12 81388(a).

» 81388(f).

¥ The IRS issued a revenue ruling in 1961 expressing its position on this
issue. See Rev. Rul. 61-47, 1961-1 C.B. 193, rev’d by Rev. Rul. 71-439,
1971-2 C.B. 321. .

3 Linnton Plywood Ass’nv. U.S., 236 F. Supp. 227 (D. Or. 1964).

% Puget Sound Plywood, Inc. v. Comr., 44 T.C. 305 (1965), acq.,
1966-2 C.B. 6.

" Id. at 308.
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Detailed Analysis

In 1982, the IRS issued several technical advice memo-
randa and private letter rulings * concerning the issue of
whether a cooperative was “operating on a cooperative
basis” by evaluating clients on the basis of the list of
cooperative principles referred to in the Tax Court’s 1965
Puget Sound decision.”

Beginning in 1991, the IRS, through additional rulings,
added four “additional factors™ in determining whether a
taxpayer qualified as a cooperative: (i) existence of some
joint effort on behalf of the members; (ii) a minimum
number of patrons; (iii) member business exceeding non-
member business; and (iv) upon liquidation, present and
former patrons sharing in the distribution of any remaining
assets in proportion to the business each transacted with the
cooperative over some reasonable period of years.* In 1993,
the IRS issued a revenue ruling relying on the Puget Sound
decision, stating that “the cooperative principles stated in
Puget Sound . . . provide the basis for determining whether
a corporation is operating on a cooperative basis for pur-
poses of Subchapter T of the Code.” ¢

In Puget Sound,” the Tax Court clearly stated that a
cooperative association with certain attributes comes within
the scope of “operating on a cooperative basis” under
Subchapter T. The IRS appears to be reading that decision
to say only cooperatives with those specific traits and
certain additional features can be considered as “operating
on a cooperative basis.” Thus, the IRS’ view is that even a
cooperative that meets the Puget Sound tests still may not
be “operating on a cooperative basis” if it does not conform
to various additional procedures. However, the Code’s only
requirement for a single tax treatment of patronage refunds
is that the return or allocation of per-unit retains to patrons
be on the basis of patronage pursuant to a pre-existing legal
obligation.” Indeed, in C.F. Industries v. Comr.,* the court
bolstered the view that the obligation to pay patronage
refunds is the predominant characteristic of a cooperative,
The court stated that the principal difference between the
cooperative form of doing business and the corporate form
is that the shareholders of a cooperative share in the
cooperative’s income in proportion to their purchases from
the cooperative rather than based upon the number of
shares they own.*

Comment: The holding in C.F. Industries suggests that
the IRS’ various expressions of cooperative principles and
practices should not be read into the Code as additional
mandatory restraints on organizations wishing to qualify
for Subchapter T tax treatment.

*TAM 8219821, TAM B8225013; PLR 8324108: See also PLR
8505001 and TAM 8707005 (substituting “operation at cost” for propor-
tiona! allocation of margin on basis of patronage); PLR 8744007; PLR
8748015; PLR 8823032; PLR 8842034; PLR 8850027.

™44 T.C. 305 (1965), acq., 1966-2 C.B. 6.

“PLR 9117037; TAM 9303004, Only additional factors (ii) and (iii)
were considered in PLR 9141028, PLR 9235011, and PLR 9237013,
Addjnonal factors (ii), (iii), and (iv) were mentioned in PLR 9313016.
Whl!c several of the rulings state that these additional factors are
considered important by the courts, no citations were provided.

“ Rev. Rul. 93-21, 1993-1 C.B. 188.

744 T.C. 305 (1965), acq., 1966-2 C.B. 6.

“§1388.

:?35 F.2d 101 (7th Cir. 1993).
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The Tax Court supported this approach in Ford-Iro-
quois FS, Inc. v. Comr.,* where it stated that “the defini-
tion is of value as a matter of clarification but should not be
used for substantive exclusion or for limitation or ‘analy-
sis.” ¥ Similarly, the Tax Court stated that “the operation
at cost principle describes a feature of a cooperative’s
relation with its members, not a codified requirement of tax
accounting.” ** In this case, the IRS was arguing that the
general cooperative principle that cooperatives “operate at
cost” prevented a cooperative from carrying a loss forward
for tax purposes. The Tax Court rejected the IRS’ position
and permitted the cooperative to carry the losses forward
under §172.#

(2) Percentage of Member Business Required

The IRS has attempted to place a quantitative require-
ment into “operating on a cooperative basis.” In 1968, the
IRS issued a ruling which implied that a cooperative might
conduct less than 50% of its business with members.® The
ruling included an example of a cooperative that conducted
50% of its business with members and 50% with non-
members. However, in 1972, the IRS distinguished its 1968
ruling by stating that the example used in the 1968 ruling
was not intended to state a rule with respect to the amount
of nonmember business a “nonexempt” cooperative may
have.* As a result, Rev. Rul. 72-602 2 modified Rev. Rul.
68-728 * to the extent the former implied that a “non-
exempt” cooperative which deals with nonmembers at a
“profit” could conduct 50% or less of its business with
members and still qualify under Subchapter T. However,
three different federal courts have rejected the “percent-
age” rule as a requirement for “operating on a cooperative
basis.” %

In 1985, the Service ruled that, for purposes of the 50%
test, a cooperative filing a consolidated corporate return
with subsidiaries cannot aggregate the amount of business
done by all of the subsidiaries with members.* Each cooper-
ative must still conduct 50% or more of its business with its
own members. In 1990, the IRS held that a corporation
which estimated that less than 50% of its business would
derive from members was operating on a cooperative ba-
sis.* Here, the corporation was found to be operating on a
cooperative basis where the corporation estimated that
more than 50% of the value of its business would be
conducted with member and nonmember patrons, but less
than 50% of the value of the business would be conducted
with members.

“74 T.C. 1213 (1980).

" 1d. at 1217, note 3.

*Id. at 1222,

* See also Associated Milk Producers, Inc. v. Comr., 68 T.C. 729, 740
(1977).

* Rev. Rul. 68-228, 1968-1 C.B. 385.

* Rev. Rul. 72-602, 1972-2 C.B. 510.

21972-2 C.B. 510.

%1968-1 C.B. 385.

" See Conway County Farmers' Ass'n v. U.S., 588 F.2d 592 (8th Cir.
1978), rev'g, 1978-1 USTC 19334 (E.D. Ark. 1978); Columbus Fruit &
Vegetable Coop. Ass'nv. U.S., 7 Cl. Ct. 561 (1985); Geauga Landmark v.
US., No. 81-942 (N.D. Ohio 1985). The Claims Court, in Columbus
Fruit, found the TRS' position so unreasonable that legal fees were
awarded to the taxpayer.

* PLR 8530001.

*PLR 9019011,
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In 1991, the IRS finally conceded that a corporation
may be considered to be operating on a cooperative basis
even when it conducts more than 50% in value of its
business with nonmembers.”” The IRS stated that it would
instead use a facts and circumstances test to determine
whether an organization is operating on a cooperative basis.
Similarly, in Rev. Rul. 93-21,® the IRS ruled that a
cooperative that operates on a nonpatronage basis with
nonmembers will not be precluded from being considered as
“operating on a cooperative basis” simply because it con-
ducts less than 50% in value of its business with members
on a patronage basis. However, the IRS still considers the
50% rule to be a factor in determining whether a coopera-
tive is entitled to Subchapter T tax treatment.

Whether these precedents will lead to an eventual
determination that the only consideration needed in an
“operating on a cooperative basis” inquiry is whether the
patronage refunds or per-unit retains meet the definitional
requirements of the Code is an issue that will not likely be
resolved in the near future.

(3) Conducting Business with Members

As previously noted, a major distinction between a
cooperative and other corporations is that a cooperative’s
business is done with or for its member/shareholders. In a
case in which a cement company sought to classify distribu-
tions as “patronage dividends,” the court found that the
payments were actually dividends paid to shareholders with
whom the company did not operate on a cooperative basis.”
The court characterized the arrangement as a “cooperative
camouflage” because the shareholders were not patrons of
the cooperative or users of its cement. Instead, the share-
holders were investors in a company which sold cement to
the general public, and received distributions in the form of
dividends on corporate stock.

In Rev. Rul. 82-51,* a poultry cooperative sold newly
hatched chicks to its member/shareholders. The chicks
were raised by nonmember third parties and repurchased
by the cooperative when ready for market. The IRS ruled
that because the shareholders were “nonessential links to
the outside and not consumers of the corporate product,”
the cooperative was not operating on a cooperative basis.
The IRS noted that the sale of the chicks to the sharehold-
ers served no business purpose other than to establish the
shareholders as members and that the shareholders did not
engage in the active conduct of poultry operations.

In a private letter ruling,®’ a cooperative issued pre-
ferred patronage rights to shareholders which gave the
shareholders the right to purchase commodities from the
cooperative in the same proportion as each patron’s stock
ownership. The shareholders formed another cooperative
and assigned preferred patronage rights to the cooperative
which then marketed the commodities purchased from the

% AOD 1991-018, acq. in result only, Conway County Farmers Ass'n v.
Ug.S.,)SSB F.2d 592 (8th Cir. 1978), rev'g 1978-1 USTC 19334 (E.D. Ark.
1978).

#1993-1 C.B. 188, modifying Rev. Rul. 72-602, 1972-2 C.B. 510.

* Mississippi Valley Portland Cement Co. v. U.S., 408 F.2d 827 (5th
Cir. 1969), af’g, 280 F. Supp. 393 (S.D. Miss. 1967).

“1982-1 C.B. 117.

¢ PLR 8609006.
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first cooperative. The IRS ruled that the second cooperative
did not operate on a cooperative basis because the share-
holders of the second cooperative did not purchase or
produce the commodities marketed by the cooperative.

A rural electric cooperative operating under the Rural
Electrification Administration guidelines was ruled to be
operating on a cooperative basis when the cooperative
charged its member customers “margins” which were cred-
ited to each member’s capital accounts.” Any excess mar-
gins collected during the year were distributed back to the
members on the basis of patronage.

(4) Member Participation in Management

Just as it did concerning the limitation on percentage of
business, the IRS initially sought, but later abandoned, the
one-member, one-vote requirement with respect to qualify-
ing under Subchapter T.® The statute and regulations do
not require operation on a one-person, one-vote basis for
qualification as operating on a “cooperative basis.”

3. Filing Requirements

A “cooperative” ¢ has eight and one-half months after
the close of the taxable year to file its tax return. This
extended filing period is available for §521 cooperatives
and other Subchapter T cooperatives with an obligation to
pay patronage refunds on at least 50% of their net earnings
from business conducted with or for patrons.® Exempt
cooperatives must file their tax returns on Form 990-C. All
Subchapter T cooperatives must also file annual informa-
tion returns, on Forms 1096 and 1099, with the I.RS,
reporting payments of interest, dividends and qualified
written notices of allocation (patronage refunds), and re-
demption of nonqualified written notices of allocation, of
$10 or more a year to any one person.”” The cooperative
must also include in these annual returns the amount of
qualified per-unit retain certificates issued, as well as the
amounts paid in redemption of nonqualified certificates of
$10 or more to any one person.®

A cooperative is exempt from the above reporting
requirements if it is primarily engaged in retail scll.mg of
goods and services that are generally for personal, living, or
family use, (i.e., nonbusiness use) that would not normally
be reportable as income by the recipient.”” Application for
exemption from the information reporting requirement is
made through the local District Director of IRS.™

D. Nature and Type of Cooperatives

Cooperatives are voluntary business organizations char-
tered by state law which enable persons to join together for

2 PLR 9024054.

9 Puget Sound Plywood, Inc. v. Comr., 44 T.C. 305 (1965), acg.,
1966-1 C.B. 3 (discusses origin of cooperative concept and appears to give
much emphasis to one-member, one-vote democracy concept). §ee also
Rev. Rul. 66-98, 1966-1 C.B. 200 (discussion of doing business on
cooperative basis).

¢ See §1381; Regs. §1.1381-1.

# As that term is defined in §6072(d).

% Most business corporations only have two and one-half months after
the close of the taxable year to file their tax returns. §6072(b).

$ §6044. See also Regs. §§1.6042-1(a)(1), 1.6044-3. See also Rev. Rul.
68-236, 1968-1 C.B. 382.

% Regs. §1.6044-3.

® §6044(c).

™ §6044; Regs. §1.6044-4,

© Tax Management Inc., a subsidiary of The Bureau of National Aftairs, Inc.
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mutual help, joint purchasing, and collective marketing for
the benefit of the members.™ Agricultural cooperatives tend
to be either marketing cooperatives or supply cooperatives
although some conduct both functions. A marketing cooper-
ative is designed to assist in the marketing of its members’
agricultural products. A supply cooperative is designed to
secure supplies and equipment needed by the membership
at the lowest possible per unit cost. Many local grain
cooperatives combine the marketing and supply functions
and may provide service hoas grain storage and-d

fertilizer-application and feed grinding and mixing.
are also service cooperatives, such as rural electric and
telephone cooperatives, which provide services that might
otherwise be unavailable to rural residents.

ollowing P

i€ Code, but frequently appear in rulings and cases:

® A “local” cooperative is a cooperative whose members
are farmers or other persons in the local area served by the
cooperative.

® A cooperative having a “federated” structure (often
called a “regional” cooperative) is a cooperative whose
members include other cooperatives. It usually serves a
number of “local” cooperatives, often several hundred.” In
these types of cooperatives, patronage refunds simply pass
down through the structure. Each cooperative, however,
makes its own decision as to how much income to distribute
to its patrons, and is generally not obligated to pass all
earnings from one level to the next level.

* An “interregional” cooperative (sometimes called a
“superregional”) is a cooperative whose members include
federated cooperatives.

® A “marketing” cooperative either functions as a pur-
chaser of its members’ products at the prevailing market
rate or as a pooling agency.” If the cooperative purchases
its members’ products, the products may then be commin-
gled with some or all of the products offered for resale. At
the end of the taxable year, any resulting net earnings are
allocated to each patron on the basis of the patron’s
percentage of business. The patron then receives his or her
share of the earnings as a patronage refund.

In a2 marketing cooperative, members may agree to
market their products to the cooperative by the use of
marketing contracts. While this practice is seldom used by

™See 1, A, above.

™ There arc several revenue rulings and revenue procedures regarding
how exempt federated cooperatives may maintain their exempt status.
Because this is a specialized area, it is not dealt with in this Portfolio. A
practitioner interested in exempt federated cooperatives should examine
the following: Rev. Rul. 84-81, 1984-1 C.B. 135; Rev. Rul. 73-138, 1973-1
C.B. 293; Rev. Rul. 72-52, 1972-1 C.B. 165; Rev. Rul. 72-51, 1972-1 C.B.
164; Rev. Rul. 72-50, 1972-1 C.B. 163; Rev. Rul. 71-493, 1971-2 C.B. 240;
Rev. Rul. 69-651, 1969-2 C.B. 135; Rev. Proc. 73-38, 1973-2 C.B. 501;
Rev. Prqc. 72-17, 1972-1 C.B. 739; Rev. Proc. 72-16, 1972-1 C.B. 738.

" Legislation has been proposed to specify that a cooperative that adds
value to a farmer’s product by feeding the product to animals and selling
the animals remains a marketing cooperative. The legislation clarifies that
the phrase “gnarketing the products of members and other producers”
includes feeding the products of members and other producers to cattle,
hogs, fish, chickens or other animals and selling the animals (or animatl
products) which were fed such feed products. S. 2498, 105th Cong., 2d

Sess. (1998); H.R. 1469, 106th Cong., 1st Sess. (1999), amendi 1388
by adding new subsection (k). ) "8
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grain marketing and farm supply cooperatives throughout
the midwest, in other jurisdictions marketing contracts may
require the members to sell all or any specified part of their
production through the cooperative for a specific period of
time, usually not to exceed ten years. In general, exclusive
cooperative marketing contracts are valid so long as they
conform to the usual requirements of contract law. Gener-
ally, the cooperative’s obligations under the contract are to
sell the product and return the sale price to the member,
deducting expenses and other costs as specified in the
agrepment.

e If the cooperative functions as a “pooling agency,”
ifdividual farmers or ranchers, as well as farm or ranch
corporations, LLCs and partnerships, contract with the
cooperative to sell their product at a prescribed price, less
an amount for marketing costs based on volume. All of the
production for a particular season is then “pooled” and
marketed. In this situation, the cooperative does not enjoy
net earnings. Participants receive all of the pooled proceeds
in accordance with the marketing agreement, less amounts
contributed to the capital of the cooperative on a per-unit
basis. These amounts are referred to as “per-unit retains.”
The per-unit retains are held as capital of the cooperative
and are redeemed or repurchased in the same manner as
deferred patronage allocations. Pooling arrangements are
characterized by a sharing of risks, expenses and revenues
with payment of an average price. Marketing pools tend to
be heavily utilized by milk, fruit, vegetable and nut
cooperatives.

® A “bargaining” cooperative bargains collectively for
its members by acting as their agent. A bargaining coopera-
tive is similar to a marketing cooperative in that it acts as
an intermediary between its members and processors. Bar-
gaining cooperatives generally do not take physical posses-
sion of agricultural products. The actual sale of the product
may be made by the member to the buyer, but on terms
agreed to by the cooperative. This type of marketing coop-
erative is almost exclusively used by dairy farmers and
vegetable producers.

® A “supply” cooperative purchases the products need-
ed by its members, such as machinery parts, fertilizer, feed
or petroleum products, at wholesale prices. Large, regional
cooperatives may own and operate fertilizer manufacturing
plants, feed mills, oil refineries and other production plarits,
These products are then sold to the members as they need
them. Net earnings at the end of the accounting period are
distributed to the members as patronage refunds, based
upon the volume of business transacted by the member with
the cooperative. Some portion of these refunds may be
deferred and retained by the cooperative, to be paid to the
members at a future date as an equity redemption.

Most local agricultural cooperatives perform both mar-
keting and supply functions and are “buy-sell” organiza-
tions. In addition, most agricultural cooperatives are capital
stock organizations. Many of the cooperatives that began as
nonstock cooperatives, issuing member certificates to their
patrons, have now converted to stock cooperative status.

While the majority of cooperatives serve agriculture,
any group of individuals or businesses may operate on a
cooperative basis and have the benefits of Subchapter T
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Detailed Analysis

(but not of §521), e.g., associations of hardware dealers,
grocers, and “workers’ cooperatives.” ™

E. Terminology
1. Margins

“Net margins™ or “margins” are synonymous with the
terms “profit,” “net profit,” “income,” “net savings” and
“net income” when referring to money a cooperative earns
on business conducted on a cooperative basis. Margins
generally correspond to the phrase “net earnings of the
organization from business done with or for its patrons”

used in the Code.”
2. Income

“Income” is sometimes used on a net basis as a syn-
onym for “profit.” “Income” may, however, also be used in
a gross basis to include all revenue that flows into the
cooperative from business operations. “Income” is defined
broadly to include cash and checks received to pay for
services rendered and products provided. Income also in-
cludes interest, rents and dividends received. Funds ob-
tained as loans or equity investments are not considered
income for tax purposes.

3. Earnings

The term “earnings” describes what is commonly re-
ferred to as “profit,” or total income less expenses. This
must be distinguished from the more limited term “mar-
gins,” which are earnings from business operated on a
cooperative basis. Cooperatives can, and frequently do,
however, conduct some of their operations on a non-cooper-
ative basis,

4. Patron

The term “patron” is not statutorily defined. The regu-
lations, however, provide that “patron” includes any person
with whom a cooperative conducts business on a coopera-
tive basis, whether a member, nonmember, natural person,
corporation, partnership or association.” Those who con-
duct business with a cooperative on a noncooperative basis
(“commercial customers™) include suppliers to a purchas-
ing cooperative, grain purchasers from a marketing cooper-
ative, and drop-in trade (for example, individuals who buy
gasoline from a cooperative gas station on the highway). As
indicated in Rev. Rul. 76-388, 1976-2 C.B. 180, patronage
status is not attained by selling minor nonproducer items to
the cooperative, and patronage dividends need not be paid

" See, e.g., Astoria Plywood Corp. v. U.S., 79-1 USTC 19197 (D. Or.
1979); Linnton Plywood Ass’nv. U.S., 410 F. Supp. 1100 (D. Or. 1976);
fgz;n)ers Cooperative Co. v. Birmingham, 86 F. Supp. 201 (N.D. Towa

™ §1388(a)(3). In Illinois Grain Corporation v. Comr., 87 T.C. 435
(1986), the court stated that “profits” and “income™ are considered
somewhat dirty words in the cooperative fraternity. Consistent with the
broad philosophy that cooperatives are intended to operate at cost, elimi-
nating entreprencurial profit and returning their net earnings to their
patrons on an equitable basis, . . . cooperatives tend to eschew the words
“profits” and “income,” preferring instead the more delicate terms “mar-
gins” and “savings.”

™ Regs. §1.1388-1(e). The major distinction between a member and a
patron is that the member has voting rights and the patron does not. Some
cooperatives also have nonvoting members. These persons have allocation
rights if there are shortages of oil, fertilizer, or similar items. In some
states, statutory voting rights are mandated where the cooperative takes
action affecting a nonvoting member’s stock. See, e.g., Wis. Stat. §185.52.
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to those patrons. The IRS has ruled that manufacturers
doing business with a cooperative can be patrons,” but that
in the particular case in question, the shareholders of a
corporation were not genuine patrons, as they received their
share of earnings based on their stock holdings.”

5. Patronage Refund

A “‘patronage refund” consists of net margins from
business conducted with or for patrons that are allocated or
distributed to patrons on a patronage basis.

Example: Cherry Valley cooperative has a net mar-
gin for the year of $5,000. Sid Smith accounted for five
percent of the business conducted on a cooperative
basis that year. Sid will receive a patronage refund of
$250 ($5,000 X .05).

A primary difference between cooperatives and other
forms of business is the way earnings are distributed. In a
cooperative, the margins are returned to users as patronage
refunds, based on the amount of business each user con-
ducts with the cooperative. In a noncooperative business,
the earnings are returned to investors as dividends, based
on the amount of investment in the company. Thus, a
patron’s refund is a return based on use, while a dividend is
a return based on investment.”

if. Exenipt Cooperatives

A. Tax and Information Returns for Exempt Cooperatives

An organization attempting to be treated as an exempt
farmers’ cooperative for tax purposes must file a Treasury
Form 1028. Although the regulations provide that Form
1028 should be filed with the District Director for the
district where the cooperative’s principal place of business
or principal office is located, all Form 1028 exemption
applications are now handled by the Ohio Key District
Office, and Form 1028 must be filed with the IRS Service
Center in Covington, Kentucky.® The cooperative may
obtain a ruling in advance of conducting its operations, but
must furnish information in sufficient detail to enable the
District Director to find an actual or proposed compliance
with the statutory requirements.* Special rules and proce-
dures have been issued relative to the qualification of
federated cooperatives.™

7 Private letter ruling dated Jan. 23, 1970. See the Working Papers.

"PLR 7929008.

™ This distinction is complicated by the Code’s use of the term *“patron-
age dividends” in referring to what is generally called “patronage refund.”
See, e.g., §§1382(b), 1388(a). Technically, a “patronage dividend” (with-
in the meaning of the Code) is a “patronage refund” that meets certain
Code requirements, such as being paid pursuant to a pre-existing legal
obligation of the cooperative to make the refund. In most instances,
“patronage refunds” that do not qualify as “‘patronage dividends™ (for tax
purposes) are treated as “dividends” for tax purposes. See, e.g., Peoples’s
Gin Co. v. Comr., 41 B.T.A. 343 (1940), af’d, 118 F.2d 72 (Sth Cir.
1941); Juneau Dairies, Inc. v. Comr., 44 B.T.A. 759 (1941).

® Regs. §1.521-1(a)(3)(C). See Instructions to Forms 1028 and 8718
and Rev. Proc. 98-8, 1998-1 IRB 225.

# Rev. Proc. 80-25, 1980-1 C.B. 667 contains detailed procedures for
filing an application for exemption, the standards to be considered by the
District Director in making a determination, the procedure for protesting
an adverse determination, and the procedures to be followed upon the
proposed revocation or modification of an exemption letter.

“Rev. Rul. 69-751, 1969-2 C.B. 135; Rev. Proc. 73-38, 1973-1 C.B.
451; Rev. Proc. 72-16, 1972-1 C.B. 738; Rev. Proc. 72-17, 1972-1 C.B.
739.
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fice of the organization. See section
1.501(a)—1 of the regulations.
Revenue Ruling 56-65, C.B.

imply that plan room ang/publication
activities of the type deScribed in this
ruling are not appro
a business league exempt under section

501(c) (6) of

1(c)(12)-1: Local benevolent
ce associations, mutual irriga-
telephone companies, and like

rtain requirements that co-
rative companies must meet for
exemption under section 501(¢c)(12)
lained.

Rev. Rul. 72-36

€ Internal Revenue Service has
received inquiries from cooperative
companies regarding certain require-
ments for exemption from Federal in-
come tax under section 501(c) (12) of

" the Internal Revenue Code of 1954.

Section 501 (c) (12) of the Code pro-
vides for exemption from Federal in-
come tax of mutual ditch or irrigation
companies, mutual or cooperative tele-
phone companies, or like organizations,
if 85 percent or more of their income
consist of amounts collected from
members for the sole purpose of meet-
ing losses and expenses.

Section 1.501(c) (12)-1(a) of.the
Income Tax Regulations provides that
excess funds on hand at the end of the
year may be retained to meet future
losses and expenses, or returned to
members.

The specific questions and their an-
swers are as follows:

Question 1.

Should the interests of members in
the savings of an organization be deter-
mined in proportion to their business
with the organization?

Answer:

Yes. In accordance with fundamen-
tal cooperative and mutual principles,
the rights and interests of the members
in the savings of an organization should

be determined in proportion to their
business with the organization. The in-
terests of members in the savings of
the organization may be determined in
proportion to either the value or the
quantity of the services purchased from
the organization, provided such basis
is realistic in terms of actual cost of
the services to the organization.

Question 2.

Can funds be retained in excess of
those needed to meet current losses and
expenses for such purposes as retiring
indebtedness incurred in acquiring as-
sets, expanding the services of the or-
ganization, or maintaining reserves for
necessary purposes?

Answer:

Yes. However, such funds may not
be accumulated beyond:the reasonable
needs of the organization’s business.
Whether there is an improper accumu-
lation of funds depends upon the par-
ticular circumstances of each case.

Question 3.

Where an organization retains funds
for purposes other than meeting cur-
rent losses and expenses, must the
organization’s records show each
member’s rights and interest in the
funds it retains?

Answer:

Yes. To maintain its mutual or co-
operative character an organization
must keep such records as are necessary
to determine, at any time, each mem-
ber's rights and interest in the assets of
the organization.

Question 4.

What is the effect on exemption of a
forfeiture of a former member's
rights and interest where the bylaws
provide for such forfeiture upon with-
drawal or termination?

Answer:

If, under the bylaws, a member’s
rights and interest have been forfeited,
the organization has not operated on a
mutual or cooperative basis and is
therefore not exempt.

WFC Attachment 5

Section 501

Question 5.

Where, upon dissolution, an organi-
zation has gains from the sale of an
appreciated asset, how should these
gains be distributed?

Answer:

Such gains should be distributed to
all persons who were members during
the period which the asset was
owned by the organization in propor-
tion to the amount of business done by
such members during that period, in-
sofar as is practicable.

26 CFR 1.501(c)(13)-1: Cemetery com-
panies.

The exempt status of a cemetery
company is not adversely affected
if it sells monuments, markers,
vaults, and flowers solely for use in
the cemetery and uses the sales pro-
ceeds for maintenance of the ceme-
tery.

Rev. Rul. 7217

. Advice has been requested whether
status of a cemetery company ex-
empt from Federal income tax under
section 501(c)(13) of the Internal
Revelue Code of 1954 is adversely
where it sells monuments,
vaults, and flowers in the
scribed below.

The orghpization was formed and is
operated fo\ the purpose of providing
and maintaining a cemetery. The or-
ganization sell) cemetery lots, provides
burial services, §rects monuments, and
maintains the cymetery grounds. In
addition, it sells Mpnuments, markers,
vaults, and flowers dolely for use in the
cemetery. All profits rgalized from these
sales are used to maintyin the cemetery
as a whole.

vides for the exemption f
income tax of cemetery
owned and operated exclusively for the
benefit of their members or whjch are
not operated for profit; and ary cor-
poration chartered solely for the\pur-
pose of the disposal of bodies by bu jal
or cremation which is not permitted
its charter to engage in any business not
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July 31, 2002

Ms. Lynda Dorr and

The Public Service Commission
7610 N. Whitney Way
Madison, WI 53702

Re:  TELEACCTG; Docket 05-US-113

Comment on Resolving the Co-op Patronage Capital Matter for Telephone
Cooperatives

Dear Ms. Dorr and Commissioners:

The telephone cooperatives urge the Commission to omit cooperative patronage capital
accounting from Docket 05-US-113. We further ask the Commission to review the
record quickly (if that has not yet occurred) and direct the staff to'adopt two sub-accounts
of 32.4550 as suggested by the cooperatives for the 2002 fiscal years.

Comments on the Process

1. The delay in resolving this matter has already impeded the business activities of the
cooperatives due to regulatory uncertainty. Protracted review in the broad
accounting docket, 05-US-113, would only further confuse and delay those matters.
Originally, the staff proposed to alter cooperatives' accounting practices by a simple
letter order. No public hearing was even considered, and none is required now.

. A full record has now been placed before the Commission for review. The ripe for

Commission decision now.

4. Neither the review of this matter or the accounting compliance docket is the
appropriate place to adjudicate compliance with Act 496 provisions (as one
competitor has suggested.) The Commission process should not be used by others for
anti-competitive purposes, or obfuscation.

(&

Ib)

On The Merits of the Cooperatives' Accounting Proposal

Creating two subaccounts of account 32.4550 has two purposes. First, placing
cooperative retained earnings in two sub-accounts will preserve the cooperatives'
tax status, protect member's future patronage refunds and "retain" funds for
investment in the future of the cooperative (as the members direct). Second, the



cooperatives offered their proposal in response to Mr. Albino's directive to "inform the
commission of the particulars constituting alternate classification”". Their proposal is
based on solid legal®grounds.

1. Re-classification of retained earnings (Account 4550), as additional paid-in
capital (Account 4520) puts the co-ops' tax status at risk because the return of patron's
retained capital is fundamental to co-operative "operation on a cooperative basis.” (Rev.
Rul. 72-36, Attachment 5 to June 4, 2002 letter.) There is no known precedent for the
reclassification, so the IRS position is unknown. A negative decision by the IRS could
have monumental consequences for the cooperatives.

The PSC staff seems riveted by a literal reading of one line in the bylaws which the
telephone cooperatives have adopted: "All such amounts credited to the capital account
of any patron shall have the same status as though [or as if] they had been paid to the
patron in cash in pursuance of a legal obligation to do so and the patron had then
furnished the Cooperative corresponding amounts for capital.” (Emphasis added.)

The meaning and application of this bylaw is fundamental to co-0p operation and tax
status. The provision (or substantially similar versions) is in use uniformly by telephone
and electric cooperatives throughout the United States. Its meaning is complex, rooted in
the Internal Revenue Code. 34 Am Jur 20175 (attached) explains the key phrases and

concepts.! [The initialed comments below correspond to points in the attached excerpt.]
Also see 18 Am Jur 2d, s.23, enclosed

a) The purpose of the bylaw is to enable deduction of the patronage "dividend" paid-out
to patrons from the co-op's income.

b) "[T]he same status as though paid" recognizes that the co-op can "pay" the patronage
to the member by giving written notice that the margins have accrued in the member's
name (if the bylaw is in place), or by payment of money, a certificate of indebtedness,
or other property.

¢) The Internal Revenue Code has recognized in sec. 1388(c); Reg. 5.1.1388(c) that the
members consent to this method of written notice by virtue of joining a cooperative
under its membership agreement.?

d) The "legal obligation” of the cooperative to pay patronage refunds is established in

the co-op's articles or bylaws, and is statutorily required in Wisconsin, too. 185.45,
Wis. Stats.

2. We believe it is beyond the PSC's authority to force a regulated firm to actin a
manner that would jeopardize its chosen business structure. a structure sanctioned b

federal laws, including 26 USCA 501(c)(12), 1381. et. seq.; and Chapter 185, Wis.
Stats.)

! The section is titled "Farmer’ Cooperatives" under IRC 521, but as with so many IRC provisions which
apply to cooperatives, the same rules apply to 501(c)(12) cooperatives.

? Section 1381 (often referred to as Subchapter T) specifically does not apply to telephone and electric
cooperatives, meaning the prior, pre-1962 statute still applies to them. The essential difference is that
telephone and electric cooperatives must meet an income-source test in order to qualify for tax-exempt
status. That issue is not relevant here. In most other respects, regulation is identical.



3. For purposes of section 196.204(1), the Commission's proposed reclassification
would eliminate "retained earnings" only for cooperatives. Under that statute, retained
earnings are the measure (limit) of capital available for investment outside the utility.
The change, if imposed only on cooperatives, would discriminate against cooperatives as
compared to all other firms covered by the statute. Competitors want to do this.

4, The present system of accounting, modified by the creation of two sub-accounts
of retained earnings, will avoid all these legal and political pitfalls.

5. Finally, The PSC staff also asks why account 4520 cannot accommodate patron's

capital "as though paid in"? We can only say that the change introduces serious
uncertainty over tax status, and puts co-ops at a decided disadvantage, as described
above. We pose a different question: If the retained earnings account isn't suited to
co-ops' patronage credits, (because of the language of the Chibardun bylaw) why
does the staff believe patronage refunds fit any more appropriately as paid-in

capital - given the long history and documented tax and legal basis underlies
treatment as retained earnings?

One staff opinion is that 1993 Wisconsin Act 496 did not intend to accommodate
telephone co-op retained earnings, and therefore the Legislature should clarify this
accounting problem. We regard this as merely an excuse for PSC inaction. As
explained above, co-op and IRS law has recognized co-op-retained earnings for decades.
It is no less an administrative "innovation" for the PSC to interpret co-op earnings as
paid-in capital than to refine the account used through history.

Requested Action

Having provided very extensive documentation and argument supporting the
cooperatives' proposal for two sub-accounts, the Cooperatives now ask for an immediate
decision in directing adoption of the sub-accounts of 5.4550. We believe the matter can
and should be handled informally, as was the staff's original plan when Mr. Albino
commenced the review on December 17, 2001. If still more time is needed, please direct

the staff to complete its internal review promptly so that the cooperatives can get on with
business.

Sincerely,

W

Warren J. D

Attorney for Telephone Cooperatives and
Wisconsin Federation of Cooperatives
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association and who*has paid full value for his certificate has no priority over
other certificate holders to the association’s remaining assets on dissolution.5!

* The stockholders of a cooperative marketing association are interested in
the assets accumulated by such association, including claims acquired by it,
and hence the association is without power to cancel any such claim.5?

§ 23. Revolving capital fund and equity credits therein

Statutes regulating the structure of cooperative associations, and bylaws of
such associations adopted pursuant thereto, frequently provide for the reten-
tion by the association of all or a portion of the operating profit of the
association in order to furnish capital for the association, and in evidence of
this each member of the association is credited with his proportionate part on
the books of the association, and is generally issued a certificate showing such
credit.® This plan is known as the revolving fund plan, or equity plan, and the
credits are known as equity credits. These credits are in effect the capital of .
the cooperative, and it has been said that the plan for raising capital in this
way 1s the most equitable means by which a cooperative can acquire its capital
from its patrons.®

The capital secured through such an equity plan is comparable to the

earned surplus of a conventional business organization.®

It is well settled that equity credits allocated to a patron on the books of a
cooperative do not reflect an indebtedness which is presently due and payable
by the cooperative to such patron. Such equity credits represent patronage
dividends which the board of directors of a cooperative, acting under statutory +—
authority, has elected to allocate to its patrons, not in cash or other medium
of payment, which would immediately take such funds out of the working
capital of the cooperative, but in such manner as to provide gr_retain capital
for the cooperative and at the same time reflect the ownership interest of the |
patron in such retained capital. Equity credits are not an indebtedness of a
cooperative which is presently due and payable to the members, but represent
an interest which will be paid to them at some unspecified later date to be
determined by the board of directors.®® Therefore, equity credits cannot be
used as a setoff against a member’s present indebtedness to the association,’”

51. Re Kitsap-Mason Dairymen’s Asso., 6 Practice Aids.—Revolving Fund Certificate. 5
Wash App 926, 497 P2d 604. AM JUr LEcAL Forms 2d, COOPERATIVE Assocl-

52. Burley Tobacco Growers’ Co-op Ass'n v ATIONs §§ 71:55, 71:56.

Tipton, 227 Ky 297, 11 SW2d 119. 55. Clarke County Cooperative v Read, 243
53. McCauley v Arkansas Rice Growers’ Co- Miss 879, 139 So 2d 639.

op. Ass'n., l7l'Ark 1155, 287 SW 419; Ozona 56, Clarke County Cooperative v Read, 243
?étsmss (é;owers Ass'n v McLean, 122 Fla 188, Miss 879, 139 So 2d 639; Schmeckpeper v
0 625. ' ; .

Panhandle Cooperative Asso., 180 Neb 352,
Practice Aids.—Provision of articles or by- 143 NW2d 113 (final distribution of earnings
laws concerning contributions to capital. 5 AM and savings may be made by payment in cash,
Jur LecaL Forms 2d, COOPERATIVE Associa- Stock, stock credits, deferred credit certificates,
TIONS § 71:85. or certificates of participation as determined by

—Forms relating to Certificates on indebted- board of directors when by-laws so provide).

ness and capital stock. 5 Am Jur LecaL Forms Annotation: 50 ALR3d 435, 486-498 §§ 20—
2d, CoOPERATIVE AssociaTioNs §§ 71:131- 26 (time of distribution).
71:138.

57. Howard v Eatonton Co-operative Feed
54. Bowles v Inland Empire Dairy Asso. (DC Co., 226 Ga 788, 177 SE2d  658; Forrest
Wash) 5% F Sunn 210 Coountv Coonerative Assn. v Manis (Miss) 235
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A cooperative (co-op) or mutual organization generally have the same persons as
owners and customers. Co-ops generally are taxed like ordinary business corporations,

but some are tax-exempt. All co-ops are entitled to deduct patronage dividends, and
exempt farmers co-ops may also deduct certain nonpatronage distributions.

1
€ 20176. How cooperatives (co-ops) are taxed. Al-
though some co-ops are classified as exempt (] 20177),
most, exempt and nonexempt, are taxed the same as any
ordinary business corporation, at the regular corporate
rates, but with a deduction for patronage dividends (see
120178).

Nonexempt co-ops aren’t membership organizations
subject to the Code Sec. 277 limits on the aggregation of
member losses with nonmember income (see § 16840).2

4 20177. Classification as an exempt co-op. An
exempt co-op (e.g., a farmers’ co-op, see §20185) is
considered an organization exempt from income taxes
for purposes of any law which refers to organizations
exempt from income taxes.’

( observation: Although exempt co-ops are poten-
tially subject to income tax, they’re commonly referred
to as exempt co-ops due to their classification as
exempt organizations.

Co-op Distributions

€ 20178. Co-op’s deduction of patronage dividends
and per-unit retain allocations. Patronage dividends
(7 20179) and per-unit retain allocations (§ 20180) rep-
resent transient amounts the co-op doesn’t take into ac-
count if it pays them out as described below. This is done
by treating a patronage dividend as an item of gross
income and as a corresponding deduction from gross
income, and by excluding or deducting the per-unit retain
allocation from the co-op’s income.!

Co-ops may exclude or deduct their per-unit retain al-
locations to the extent the amounts are paid in money,
qualified per-unit retain certificates, or other property
(except nonqualified per-unit retain certificates) with re-
spect to marketing during the tax year.®

To be excludible (deductible), patronage dividends or
per-unit retain allocations paid in money or other prop-
erty (except written notices of allocation or per-unit
retain certificates) must be paid by the 15th day of the
9th month after the end of the tax year. Payment may be
by qualified check (Y 20181) paid during this period, if
the check is endorsed and cashed on or before the 90th
day after the end of the period.®

§ 20179. Patronage dividends defined. Patronage
dividends represent distributions of the co-op’s net earn-
ings among the cooperators and other patrons, according
to each person’s patronage or contribution to its net
eamings. It’s an amount paid to a patron by a co-op: (1)

on the basis or quantity of business done with or for that
patron; (2) under a pre-existing valid enforceable written
obligation of the co-op to the patron to pay that amount;
and (3) determined by reference to the co-op’s net eamn-
ings from business done with or for its patrons.”

A patronage dividend may be paid in money, a certifi-

cate of indebtedness, or other property, including a quali-
fied written notice of allocation (1 20181).

-4 20180. Per-unit retain allocation defined. A per-
unit retain allocation is an allocation (other than by pay-
ing money or other property) by a co-op to a patron with
respect to products marketed for him, if the amount is
fixed without reference to the co-op’s net earnings, under
an agreement between the patron and the co-op.”

€ 20181. Qualified written notice of allocation and
qualified per-unit retain certificates. A qualified writ-
ten notice of allocation or qualified per-unit retain al-
location is treated as the equivalent of money at its stated

dollar amounts.?

A written notice of allocation may be a capital stock
or revolving fund certificate, a retain certificate, a certifi-
cate of indebtedness, a letter of advice, or any other writ-
ten notice which discloses the dollar amount allocated to
the patron on the co-op’s books and the portion that isa
patronage dividend.! For a written notice of allocation
to qualify: (1) it must be redeemable in cash at its stated
dollar amount at any time within at least 90 days from
receipt (the patron must have been advised in writing, of
his right of redemption); or (2) if the notice isn’t so
redeemable, the patron must have consented in writing
in advance to include the stated dollar amount in his
income (this consent may take the form of endorsement
of a qualified check); and he must have received 20% of
the distribution within that 90-day period (in cash or
qualified check).}?

A per-unit retain certificate is a written notice which
discloses the stated dollar amount of the co-op’s per-unit
retain allocation to the recipient.?® A per-unit retain cer-
tificate qualifies if the distributee has agreed to take it
into account at its stated dollar amount.™

€ 20182. How patronage dividends and per-unit
retain allocations are taxed to patrons. Patronage -
dividends (] 20179) and per-unit retain allocations
(20180) received in money are included in income by
the patron in the year received. Qualified written notices
of allocation and qualified per-unit retain certificates
(120181) are included in income at their stated dollar

1. Code Sec. 1381{b); Reg § 1.1381-1(a); Reg § 1.1381-2(aX1).
2. Landmark Inc v. U.S., (1992, C1 Ct) 69 AFTR 2d 92-495, 25 Ci Ct 100, 92-1

Hg C ¥ 50058; Buckeye Countrymark Inc, (1994) 103 TC 547 acq 1997-18
4. .

Code Sec. 521(a); Reg § 1.521-1(aX1); Reg § 1.1381-2(a)(1).

Code Sec. 1381(a); Code Sec. 1382(b); Reg § 1.1382-1; Stevenson Co-Ply Inc,
(1981) 76 TC 637.

Code Sec. 1382(b)(3).
Code Sec. 1382(d).

4

Code Sec. 1388(a);, Reg § 1.1388-1(a)(1).

Code Sec. 1382(b); Salley Inc, James W. v. US.,, (1976, DCLA) 38 AFIR 2d
76-5076, 76-1 USTC § 9443.
Code Sec. 1388(f); Rev Rul 68-236, 1968-1 CB 382.
Code Sec. 1388(c)(2).
. Code Sec, 1388(b); Reg § 1.1388-1(b).
Code Sec. 1388(c); Reg § 1.1388-1(c).
Code Sec. 1388(g).
Code Sec. 1388(h).
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Co-ops and Condos o ‘ 920201

amount when received, and other property (but not non- money or other property (except written notices of al-
qualified allocations or nonqualifietl per-unit retain cer-  location) in redemption of nonqualified written notices
tificates) is included at its fair market value when of allocation issued to patrons on a patronage basis with
received.3®

But the amount of any patronage dividend isn’t in-  business done for the U.S. or its agencies.?

cluded in income to the extent it’s properly takeninto =~ Ifthe co-op’s patrons don’t present its nonqualified al-
account as an adjustment to basis of property, or attribut-  locations or certificates aren’t presented for payment for
able to personal, living, or family items.1® an unduly extended period, the co-op’s tax is adjusted to
Patronage dividends don’t qualify for the corporate  avoid income distortion. '
dividends-received deduction (see 14201 et seq.).1”

9 20183. Sale, redemption or other disposition of
nonqualified allocations or per-unit retain
certificates. The gain on redemption, sale or other dis-
position by any person of a nonqualified written notice
of allocation or a nonqualified per-unit retain certificate
is ordinary income to the extent of the excess of the
stated dollar amount over basis.1®

But if the nonqualified written notice of allocation was
paid as a patronage dividend, the gain isn’t included in
gross income to the extent it’s properly taken into ac-
count as an adjustment to basis of property, or attribut- € 20186. Exempt farmers’ co-ops may have stock
able to personal, living, or family items.® and reserves. A farmer’s co-op can be exempt even if it
has capital stock, if: (1) the dividend rate can’t exceed
the greater of (a) the legal rate of interest for the state of

9 20184. Nonpatronage distributions deductible by incorporation or (b) 8% qf the value of the consic_leration
exempt farmers’ co-ops. An exempt farmers’ co-op for which the stock was issued; and (2) substantially all
may deduct these nonpatronage distributions (in addition  the stock is owned by producers who, on a current ba-
- to patronage dividend and per-unit retain allocations sis,2” market or buy through the co-op.2
deductions, see §20178): (1) dividends paid during the The co-op may accumulate and maintain reserves
tax year on its capital stock and on any other evidence of  required by state law or reasonable reserves for neces-
proprietary interest in the co-op;2° (2) amounts paid in sary purposes and still be exempt.2®
money, qualified written notices of allocation (§20181),
or other property (except nonqualified written notices of 9 20187. Farmers® co-ops must apply for exemp-
allocation) to patrons on a patronage basis, out of earn-  tion—Form 1028. To qualify as an exempt farmers’
ings from nonpatronage sources, or from business done  marketing or producing co-op, the organization must file
for the U.S. or its agencies;?! and (3) amounts paid in  Form 1028 as prescribed in the instructions.3°

§ 20185. Which farmers’ co-ops are exempt. Two
kinds of farmers’ co-ops are exempt co-ops: (1) market-
ing co-ops engaged in marketing farm products for its
member farmers, fruit growers, livestock growers, dairy-
men, etc.;* and (2) purchasing co-ops engaged in buy-
ing supplies and equipment for the use of the member
farmers, etc., described in (1), above, which are turned
over to them at actual cost, plus necessary expenses.?

Farmers' co-ops file a return on Form 990-C, whether
or not they are subject to regular corporate taxes.?¢

Farmers’ Co-ops

920200. Cooperative and Condominium Housing.

fo tms of group ownership
genera as individual ownership.
For cooperatives gensgally, see § 20175 ef seq. e co-op. The stoskholders occupy theirlcllwellirﬁg
its und agre ts, generally in the
9 20201. Cooperatives (bq-ops) and condo A ooy eeTupan CAN i

same form as ordinary 3gartment leases, calling for
payment of maintenance sharges as fixed by the
corporation’s board of director®™
roup owner- observation: In the condo fo f group owner-
is held by ship, title to the multi-unit property is held by the

(condos) distinguished. A codQpisac Tation that

q’ observation: In the
ship, title to the gatife multi-unit prope

15. Code Sec. 1385(a). 24, Code Sec. 521(b)(1); Code Sec. 521(bX4); Reg § 1.521-1(a)(1).

16.  Code Sec. 1385(b). 25. Code Sec. 521(b)(1); Code Sec. 521(bX4); Reg § 1.521-1(b).
17. Code Sec. 246(a)(1). 26. Reg§ 1.6012-2(f).

18. Code Sec. 1385(c)(2)(C); Reg § 1.1385-1(b)(1).

27. Co-operative Grain & Supply Co v. Com., (1969, CA8) 23 AFTR 2d 69-804,
;g' g"g‘ g:c. :;:;E";” Reg § 11382:3b) 407 F2d 1158, 69-1 USTC § 9247; Rev Proc 13-39, 1973-2 CB 502,
. Code Sec. cl1);Reg § 1. -3(b).
21. Code Sec. 1382(cK2)(A); Reg § 1.1382-3(c). 28. gx zec. :; :(:)(i)_
22. Code Sec. 1382(cX2)(B); Reg § 1.1382-3(d). 2. ec. S21(b)(3).
23. Code Sec. 1383(a); Code Sec. 1383(b)(1); Reg § 1.1383-1(a); Reg § 1.1383.  30. Reg§ 1.521-1(e); Rev Proc 90-27, 1990-1 CB 514.
1(c). : 1. Code Sec. 216(b).
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BEFORE THE
PUBLIC SERVICE COMMISSION OF WISCONSIN

Accounting Treatment for Patronage Capital Docket No. 05-US-115°
by Telecommunications Cooperatives 3oa
COMMENTS OF CENTURYTEL, INC. P ;‘

CenturyTel, Inc. (“CenturyTel”) submits these comments regarding the
appropriate accounting treatment for patronage capital by incumbent local exchange carrier
telecommunications cooperatives. CenturyTel is concerned with any proposed rule changes that,
as here, would create a privileged class of competitor in the telecommunications arena. Like
most of the Wisconsin telephone cooperatives, CenturyTel serves predominantly rural areas.

The cooperatives have asked the Commission to adopt new accounting rules that
are antithetical to the very nature of the cooperatives’ corporate existence. The proposed
accounting rules (i) are directly contrary to the cooperatives’ bylaws, (ii) would seriously
threaten the quality, reliability and cost of service to ratepayers/patrons of the cooperatives, (iii)
would be inconsistent with applicable tax law and (iv) would threaten the historic regulatory
compact under which cooperatives have been granted monopoly status in their service territories.

There is a real threat to cooperative ratepayers when their historically cautious
and frugal non-profit utility service provider is transformed into an entirely different entity. Fair
competition in Wisconsin telecommunications markets would Ee put at serious risk. With
significant amounts of protected incumbent-provider utility revenues available to subsidize risky,
competitive ventures, an uneven playing field will be created to the eventual detriment of

Wisconsin telecommunications consumers.

001.1301703.7



As the Commission has previously concluded, the term “retained earnings” as it
appears in Wis. Stats. § 196.204(1) does not include the patronage capital of cooperatives. To
determine otherwise in this proceeding would severely weaken that statute’s protections against
cross-subsidization of competitive busineéses by telecommunications utilities by allowing
telephone cooperatives to put their ratepayer/member capital dollars at risk for competitive
ventures. The filings of the telephone cooperatives and the Wisconsin Federation of
Cooperatives (“WFC”) raise a host of mythical fears -- from loss of tax-exemption and RUS
financing to the demise of the cooperative model. Rather, the proposed accounting rules would
not only tilt the playing field in the telephone cooperatives’ favor, it would put them and their
members at greater risk of failing to maintain the very core services for which the cooperative
was formed.

These comments will discuss the cooperative bylaw provisions, the unique and
privileged status of cooperatives under tax law, the proposed rules, cooperative capital structure,

and the effect of the proposed rules on competition.

I. Bylaw Provisions Regarding Patronage Capital Explicitly Prevent the Proposed
Rule Changes

The Commission reviewed the relevant language in the bylaws of the
cooperatives in the Chibardun case. See Investigation of Possible Improper Subsidization by
Chibardun Telephone Cooperative, Inc. of Its Subsidiaries and of Possible Related Violations,
Docket No. 1090-TI-100 (Nov. 16, 2001) (“Chibardun Order”). In looking at the words of the
bylaws, the Commission came to the inescapable conclusion that patronage capital is not retained
earnings. |

Each of the cooperatives’ bylaws, as noted in the Commission’s Notice of

Investigation, include the same relevant provisions (emphasis added):

001.1301703.7



In order to ensure that the Cooperative will be operated on a non-
profit basis . . . all such amounts credited to the capital amount of
any patron shall have the same status as though paid to the patron
in cash in pursuance of a legal obligation to do so and the patron
has then furnished the Cooperative corresponding amounts for

capital.

* %k Xk

All other amounts received by the Cooperative from non-regulated

or non-operating income, ... in excess of operating costs and

expenses properly chargeable against the furnishing of such
services, . . . shall insofar as permitted bylaw:

)] Be reserved as unallocated retained earnings, and shall not
be allocated to the Cooperative’s patrons on a patronage
basis as part of the capital credited to the accounts of
patrons, as herein provided.

(2) Be used for business purposes as determined' by the
Cooperative.

The Commission analyzed the relevance of these provisions at pages 20-22 and
correctly concluded that patronage capital is not retained earnings. See also Chibardun Order,
Conclusion of Law #5, p. 13. The meaning is quite clear. Patronage capital (that is, the margin
or profit generated by the collection of revenues from members in excess of the actual cost of
service) is not available for use at management’s whim but, rather, is considered “as though paid
to the patron in cash” and that the patron “has then furnished the Cooperative correspondent

? €&

amounts for capital.” It is distinct from the cooperatives’ “retained eamnings” which, consistent
with the bylaw excerpts above, are generated from services to non-members.

The creation of the two proposed subaccounts for “Retained Earnings-Patronage
Capital Unassigned” and “Retained Earnings-Patronage Capital Assigned” cannot be squared
with this plain language of the bylaws. Where the bylaws distinguish patronage capital from

retained earnings, the Commission cannot and should not collapse the two. The Commission got

001.1301703.7



it right in the Chibardun Order and the cooperatives have not presented any persuasive reason to
depart from that precedent.

With all due respect, the cooperatives appear to be recommending changes that
would not be appropriate in the post-Enron, post-Worldcom world of accounting. In filings to
date they claim that they cannot change their bylaws because the relevant provisions are a critical
part of establishing their qualifications to be a cooperative. See also Lambert v. Fisherman'’s
Dock Co-operative, Inc. 297 A2d 566 (NJ 1972) (cooperatives have only limited rights to change
bylaws, particularly where it affects payments due to members at termination). As they cannot
freely change the bylaws, the cooperatives plead with the Commission to ignore the bylaws’
explicit distinction between patronage capital and retained earnings. Now is not the time to
legitimize such questionable accounting.

II. Accounting and Tax Issues

A. Patronage Capital is not Retained Earnings

Patronage capital, as the title indicates, is simply not retained earnings. To create
two new accounts as proposed will not make it so. The following statement by the former Rural
Electrification Administration is equally applicable to telephone cooperatives:

In the furnishing of electric energy the Cooperative’s operations
shall be so conducted that all patrons will through their patronage
furnish capital for the Cooperative. In order to induce patronage
and to assure that the Cooperative will operate on a nonprofit basis
the Cooperative is obligated to account on a patronage basis to all
its patrons for all amounts received and receivable from the
furnishing of electric energy in excess of operating costs and
expenses properly chargeable against the furnishing of electric
energy. All such amounts in excess of operating costs and
expenses at the moment of receipt by the Cooperative are received

with the understanding that they are furnished by the patrons as
capital. The Cooperative is obligated to pay by credits to a capital

001.1301703.7



account for each patron all such amounts in excess of operating
costs and expenses.l

The contrast between retained earnings and patronage capital is very clear from
this announcement. In Wisconsin, this model is mandated by Wis. Stats. § 185.45.> Patronage
capital must be returned to the members on a regular basis, upon death, upon cessation of
membership and upon dissolution. This is one of the hallmarks of “operating as a cooperative”
so stressed by the telephone cooperatives and the Federation.

Retained earnings,” on the other hand, represents the accumulated amount of
after-tax net income that is available for distribution as dividends to shareholders. Shareholders
have no legal right to a pro rata portion of retained earnings. The retained earnings run with the
shares not the shareholder. For example, upon the death of a shareholder, there is no right to
receive a portion of retained earnings. Unlike patronage capital, there is no legal fequirement to
pay out or allocate retained earnings on a systematic basis. Indeed, most corporations invest the
retained earnings back into the business and can choose to pay out little or nothing as dividends.

Further, patronage capital must be paid out or allocated based upon patronage.
Retained earnings are paid out as dividends based upon percentage ownership. This is an
important distinction. Patronage capital represents the overcharge to patrons from rates

exceeding actual costs. Patronage capital must be returned to patrons consistent with the

! Rural electrification Administration, “Capital Credits-Consumer Benefits”, Bulletin 102-1 at p. 9 (1978).
Generally, see Hahne et. al., Accounting For Public Utilities, § 14.02[3], Mathew Bender (2001) (emphasis
supplied).

2 This section was adopted in 1955. The drafter’s notes indicate that subsection (3) was intended for tax-
exempt cooperatives and subsection (4) for other cooperatives. Both subsections are consistent with the cooperative
theory that margin must be paid on a patronage basis.

3 A common definition of “retained earnings” is: “Retained Earnings represent the undistributed earnings of
an entity. Changes in retained earnings generally are limited to (a) net income or loss; (b) distributions of earnings
(dividends), and (c) adjustments to the opening balances as a result of prior period adjustments or certain changes in
accounting principle”. Lindsey & Ruttedge, Guide to GAAP, Practitioners Publishing Company (2001).
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nonprofit basis of the cooperative model. Dividends from retained earnings are the profits that
accrue to investors for the capital invested and not as a rebate for purchased goods and services.
If the Commission established a fictitious label by calling a portion of telephone cooperative
patronage capital “retained earnings,” as in the proposed new accounts, it would put the
cooperative patron’s capital at risk, contrary to cooperative law.

B. Relevance of Tax Exemption

Some telephone cooperatives are tax-exempt under Section 501(c)(12) of the
Internal Revenue Code (“Code™). Others may have chosen to forego their tax-exemption and are
subject to tax rules and case law that preceded the enactment of Subpart T of the Code (Sections
1381-1386) in 1962.* In either case, they enjoy a significant tax advantage that directly bears on
this proceeding.

Both exempt and taxable cooperatives must pay patronage divideﬁds of their
income over their costs, either in cash or by allocation (which becomes patronage capital) for
later distribution. Failure to do so results in loss of cooperative status. Thus, as seen in the
Chii)ardun proceedings, patronage dividends are required by the cooperative’s bylaws.
Consistent with the non-profit cooperative model, the tax law either grants a full tax-exemption
under § 501(c)(12) of the Code or permits a deduction for paid or allocated patronage dividends.
Effectively, then, cooperatives are able to retain their surplus as pre-tax capital.

In contrast, a regular corporation can only accumulate retained earnings on an
after-tax basis. Thus, co-ops enjoy a significant economic advantage in building capital. To

permit telephone cooperatives to use their special tax status to subsidize out-of-territory

4 Section 1381(a)(2)(C) specifically excludes rural electric and telephone cooperatives. They are taxed as
ordinary corporations but are permitted to deduct margins to the extent allocated to members. Rev. Rul. 83-135,
1983-2 CB 32. Effectively they are taxed only on non-patron business.
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telephone service, cable television or other competitive services would be inconsistent with the
intent of § 196.204(1) and would create an unlevel competitive playing field.

While co-op members must take patronage dividends into consideration for
income tax purposes even though not received currently in cash, for most customers, the
dividend is not taxable because it represents a refund of a non-deductible personal expense. In
contrast, a distribution of true retained earnings is subject to a second level of taxation when
distributed.’

In the end, the Commission should not create accounting rules which will allow
cooperatives to use pre-tax dollars to create or subsidize businesses to compete with businesses
created with after-tax dollars. Yet that is what the cooperatives’ proposed accounting rules
would do.

C. The Proposed Accounts are Confusing

The descriptions provided by the proponents for creating new Accounts 4550.1,
4550.2 and 4511 in prior filings are very confusing. Effectively, they could result in virtually the
entire capital structure being classified as retained earnings.

Proposed Account 4550.1 “Retained Earnings — Patronage Capital Unassigned” is
defined as “undistributed and unassigned balance of retained earnings from operations of the
cooperative and from all other transactions not includible in the other accounts approprié,te for
inclusion of equity”. First, it is immaterial whether surplus is unassigned if it is legally
patronage capital. Second, there is no guidance to determine what ‘“transactions” are

appropriately “not includible” in equity accounts.

5 Shareholders of “S” corporations and members of LLCs include the income on their personal returns and

are not subject to a second level of tax when distributed. Unlike for cooperative members, however, the allocated
income is always taxable.
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A similar problem exists for proposed Account 4550.2, “Retained Earnings -
Patronage Capital Assigned.” The proposal describes it as including “the undistributed and
assigned to members of retained earnings derived from operations . . . designated or set-aside for
the further development and advancement of the cooperatives’ business purpose.” Yet while
titled “retained earnings,” this account reflects the halimarks of patronage capital -- that it is set
aside and assigned to members.

Proposed Account 4511 “Members Equity” is also flawed. As described, it would
only include the par value of issued stock or membership fees. As the Commission knows, par
values are normally established as a nominal amount with the balance paid going to paid in
capital. Membership fees are also usually noﬁlinal or non-existent. The net effect is that all
surplus (apparently retroactive to 1988 under the proposal) would be retained earnings even
though deemed distributed to the members and paid back as patronage capital.

D. Proper Classification Does Not Adversely Affect Telephone Cooperatives

The Federation’s previous filings raise a number of dubious, potentially adverse
consequences from the Chibardun Order.

The Chibardun Order’s classification of patronage capital as Account 4520
“additional paid in capital” in no way precludes a cooperative’s legal obligation to its members
to allocate patronage. Indeed, the Commission does not have such power. It would be directly
contrary to Chapter 185.

Telephone cooperatives need not maintain a “second set of books” to comply.
For Wisconsin regulatory purposes all that is needed is a reclassification of one account. The

telephone cooperatives can classify patronage capital however they like for RUS and tax

purposes.
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The Chibardun Order does not create “permanent capital” and risk loss of
cooperative status for tax purposes. As noted above, the Commission does not have that power.
Moreover, proper classification reflecting the true nature of patronage capital does not block its
use for diversified activities. It just limits the subsidization of such activities with pre-tax
capital.

Classification as other than retained earnings has no bearing on the debt equity
ratio or status of patron accounts for RUS purposes. Proper classification does potentially limit
retained earnings for purposes of Wis. Stats. § 196.204(1). The telephone cooperatives’
proposal, however, could make a cooperative’s entire capital structure comprised of only
retained earnings. The anti-subsidization statute, Wis. Stats. § 196.204(1), permits a
telecommunications utility to use only shareholder dollars to subsidize competitive ventures.
The utility cannot place ratepayer dollars at risk for such ventures. To the extent that a
cooperative’s rates include dollars used for non-utility investments, the rates are by definition
excessive. ® In the cooperative setting, the members are both the ratepayers and the shareholders.
Subsidization, therefore, should only be permitted with earnings from activities unrelated to the
core activity of the cooperative and which need not be allocated to members on a patronage
basis.

The Federation argues that the Chibardun Order restricts expansion and
modernization of rural service and prevents diversification. To the contrary, as discussed above,
patronage capital is the source for expansion and modernization for its members. All that is at

issue is the ability of a cooperative to subsidize services to non-members.

¢ See the discussion on non-profit operation, below.
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E. Non-Profit Operation

At the heart of cooperative tax theory is the requirement that the cooperative be
operated on a non-profit basis. Historically, the purpose of patronage capital and the board of
directors’ flexibility not to pay out patronage capital immediately in cash has been to allow the
cooperatives to have capital on hand, both to reduce its borrowing costs by keeping the
cooperative on a sound financial footing and to smooth out potential ups and downs in the
generation of margin or the incurrence of losses for the provision of services over a number of
years. The profit incentive has never been part of that calculus. Indeed,

the profit incentive [which is] the mainstream of commerce . . . is

the antithesis . . . of the cooperative principle [which] requires its

services to be performed for the cooperating members . ... Ina

cooperative association, the concept of profit is inappropriate

because profit, in its recognized economic sense, is the wage of the

entrepreneur, and in a cooperative, there is no entrepreneur. A

cooperative is ‘run for the benefit of those who do business with it
and not for the purpose of making profit for the organization.’

50 ALR 435, 442.

Despite that, Wisconsin cooperatives are here requesting that the Commission
provide them with a profit incentive. Specifically, if patronage capital is to be considered
retained earnings, then those retained earnings wﬁuld be eligible for subsidizing the activities of
for-profit, non-cooperative subsidiaries. If the cooperatives wish to engage in this type of
activity, they should reconstitute themselves as for-profit corporations and operate under the
same rules as other telecommunications utilities.

If the Commission allowed cooperatives to use their non-profit status to fund
competitive business ventures, the Commission would violate basic legal restrictions on the
business activities of cooperatives. These restrictions are in place to protect the cooperative

ratepayer/member. An analogy is the Unrelated Business Income Tax applicable to tax-exempt
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organizations using their special tax status to compete with for-profit businesses. See Sections
511-514 of the Code. Such tax-exempt, non-profit organizations are not freely allowed to create
for-profit subsidiaries, even if the profits from those businesses ultimately serve the mission for
which the non-profit parent was originally granted tax-exempt status. Thus, just as the United
Way could not use donations to create a for-profit subsidiary selling soap so that the soap profits
could be uséd for United Way charities, a telephone cooperative should not be allowed to use
pre-tax patrohage capital to create for-profit entities, even if the cooperative’s
ratepayers/members might benefit from the competitive venture. Whether or not the venture
would pay off is not the issue. They are not a proper use of patronage capital, and they are
antithetical to the special treatment cooperatives enjoy under the Code.
F. Capital Structure

As part of the basic regulatory compact which has historically guided the
development of regulated utilities, a particular entity is granted a monopoly service territory in
exchange for a commitment to provide reasonable and adequate service at regulated rates. As
part of its duty to ensure the reasonableness, reliability and appropriateness of the rates of
regulated utilities, the Commission has historically been concerned with the utility’s capital
structure. Having a sound capital structure supports the financial strength of a utility and has a
direct impact on its cost of capital, a cost which directly affects its rates. Wisconsin statutes
explicitly acknowledge the authority of the Commission to determine a “level of equity” that is
“appropriate for the utility’s capital structure.” See Wis. Stats. § 196.52(8).

The Commission has not historically set an explicit level of equity for telephone
cooperatives, as it has from time to time for other telecommunications utilities. See, e.g.,
Notification by Forestville Telephone Company, Inc. That It Intends to Increase Telephone

Rates, Docket No. 2050-TR-101 (1994) (“Forestville”). In fact, there has been no need to. A
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cooperative’s bylaws, which require it to operate on a non-profit basis and to treat any margin
(that is, the amount of revenues generated in excess of the amount of costs for providing the
utility’s service) as patronage capital, with all the appropriate bylaw restrictions on the use of
patronage capital, has itself provided adequate assurance that a cooperative’s bapital structure
would support reasonable and reliable service at appropriate rates.

If the accounting changes proposed by the cooperatives are adopted, however,
that situation will change. Rather than keeping patronage capital within the cooperative,
management would be empowered to invest profits generated from the utility’s service into
unregulated ventures. The result could be an undercapitalized utility.7 Such undercapitalization
would put the core services of the cooperative at risk.

As the REA bulletin states, patronage capital is the real base capital for a
cooperative. The typical cooperative has little in the way of equity capital. In contrast, the base
equity of a non-cooperative is significant, needs only be returned to sharcholders upon
liquidation of the enterprise, and retained earnings only result if the equity is successfully
utilized in the business.

In sum, classifying patronage capital as retained earnings could jeopardize a
cooperative’s mission. Because true equity capital in a cooperative is geﬁerally so small, under
the cooperatives’ proposal everything else in a cooperative’s capital structure could be labeled as
“retained earnings” for purposes of Wis. Stats. § 196.204(1). This could not only nullify the
statutory cross subsidization protections, but it could also endanger the economic viability of the

core function of the cooperative of providing services first to its members.

7 In determining a utility’s capital structure, any subsidies provided to non-regulated affiliates would not be
considered equity, as the Commission would “remov[e] non-utility assets directly from total common equity. The
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III. Effect on Competition

If the proposed accounting rules are adopted, the affect on competition will be
direct and detrimental to the interests of Wisconsin residents. In short, all the cooperatives in the
state could follow Chibardun’s example. That is, they would use their pre-tax profits generated
from monopoly utility services that belong to their ratepayers/members to create subsidized non-
cooperative and non-utility entrants in competitive fields. In other words, the proposed
accounting rules would create a privileged class of competitor, for no legitimate public policy
purpose.

Particularly vexing is the claim put forth by the cooperatives in support of
legalized utility subsidization of competitive, non-utility business ventures that the subsidization
is required to bring advanced services to the rural areas. Nothing stops the cooperatives from
bringing advanced services to their ratepayers/members by investing in their own service
territories. The notion that cooperatives are doing a favor of customers in the service territories
of other incumbents is false. Chibardun and other cooperatives have targeted CenturyTel service
territories for competitive entry, where CenturyTel is already investing millions of dollars to
improve former ILEC systems and deliver advanced services. As the Commission has seen in
the case of Telephone USA, the impact of unfair competition on the incumbent and its remaining
customers is severe.

The Commission has a unique opportunity in this case to establish policy that will
determine whether there will be fair conditions for competition in Wisconsin’s rural

telecommunications markets. The Commission resolved this issue correctly the first time, ruling

removal of non-utility investments from total common equity is consistent with the Commission’s treatment of such
items in recent rate decisions of other utilities.” See Forestville, slip op. at 14.
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that cooperative patronage capital is not retained eamings and therefore cannot be used to
subsidize competitive ventures. The Commission should hold firm, as its policy ensures fair
competition. To do otherwise would encourage unfair competition. The Commission should not
create the conditions where incumbents will be forced to abandon exchanges altogether when
overrun by under-priced, subsidized services offered by cooperative subsidiaries. In rural areas,
there is a particular risk that the highest cost customers could be left without affordable service.

Dated this 1st day of October, 2002.

FOLEY & NER
By
/Bradley D Zackson
Leonard S. Sosnowski
Thomas McCann Mullooly
Attorneys for CenturyTel, Inc.
P.O. Address:
150 East Gilman Street
Madison, WI 53703-1481
608-257-5035
14
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BEFORE THE
PUBLIC SERVICE COMMISSION OF WISCONSIN

Accounting Treatment for Patronage Capital Docket No. 05-US-115
by Telecommunications Cooperatives

COMMENTS OF WISCONSIN CABLE COMMUNICATIONS ASSOCIATION

The Wisconsin Cable Communications Association (“WCCA”) submits these
comments to the Public Service Commission (“Commission’’) of Wisconsin’s investigation “to
determine the appropriate accounting treatment for patronage capital by incumbent local
exchange carrier (“ILEC”) telecommunications cooperatives.” Specifically, the Commission is
investigating whether changes should be made to the USOA to adopt two new sub accounts,
4550.1, Retained Earnings — Patronage Capital Unassigned, and 4550.2, Retained Earnings —
Patronage Capital Assigned and to create a new account 4511, Members Equity, and if so, the
effective date of any such changes.

The proposed change is in response to the Commission’s decision in
“Investigation of Possible Improper Subsidization by Chibardun Telephone Cooperative, Inc., of
its Subsidiaries and of Possible Related Violations, Docket 1090-TI-100 (November 16, 2001)
(“Chibardun Order”). The Chibardun case was initiated by the “Petition of Marcus Cable
Partners, LP (“Marcus”) for The Investigation Of Chibardun Telephone Cooperatives, Inc. and
CTC Telcom, Inc. dated October 31, 1997. Marcus’ Petition alleged that Chibardun
Cooperative, Inc. (““Chibardun™) subsidized its subsidiary CTC Telecom, Inc. (“CTC”), in an
amount greater than its retained earnings in violation of Section 196.204 (1). In addition, Marcus
alleged that Chibardun together with CTC violated CTC’s ATU Order which prohibited

Chibardun from subsidizing, directly or indirectly, any unregulated activity of CTC. Likewise,
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the CTC ATU Order also prohibited CTC from receiving any subsidies, direct or indirect, from
its parent, Chibardun (see “Second Interim Order” of August 6, 1997). By Order dated January
28, 1999, the Commission issued its formal notice of proceeding and investigation designating
the matter a class 2 contested case. On February 21, 2000, the Commission granted Marcus’
motion to' intervene. The Commission issued its Amended Notice of Proceeding, on March 30,
1999. The class 2 contested case involved a number of issues.

The issue pertinent to this docket, was whether Chibardun’s subsidies to CTC
violated Section 196.204 (1). Chibardun’s primary defense was that Section 196.204(1) allowed
it to subsidize its subsidiaries to the extent of its retained earnings and the calculation of retained
earning should include patronage capital. The Commission held that patronage capital is not a

. part of retained earnings and it should be properly accounted for as “additional paid in capital.”

The cooperatives are now asking the Commission to adopt new accounting rules
to reclassify patronage capital as a part of retained earnings. The Wisconsin Federation of
Cooperatives marches forward with a litany of unproven allegations why a change is appropriate.
These include a number of unsupported allegations that we assume will be addressed and
supported by its comments, to which we will respond.

The Commission has listed a number of issues in its notice of investigation.
Before providing specific comments, the WCCA respectfully offers the following general
comments.

This matter is not about what the cooperatives describe as a fatal blow to their
efforts to diversify. Rather, this issue is about whether there will be a level playing field in the
landscape of telecommunications competition in the State of Wisconsin. The history of

Chibardun case bears this out. It was commenced by a cable television operator who was
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confronted with a competitor who was aggressively subsidized by its parent. The subsidy was so
extensive that it included a guarantee of all financing, use of trucks, equipment, facilities,
computer programs and common names (“CTC”). Even to this day, the Chibardun subsidiary
has no employees. What had greater impact, however, was that the subsidiary-competitor
charged prices significantly below standard prices in the industry. Marcus provided Commission
staff with information demonstrating that the prices charged by the competitor after reasonable
expenses could not possibly amortize the cost of construction. The fact was that Chibardun so
clearly subsidized its subsidiary that rather than creating competition there was a possibility there
would be no competition. The Chibardun case was about a non-profit cooperative taking
advantage of its nonprofit cooperative status to accumulate and retain its patron’s capital which it
used to subsidize a competitive entry against a cable television system. It is disingenuous,
indeed hypocrisy, to suggest that a Commission Order that appropriately defines patronage
capital will result in a litany of horribles. The cooperatives can claim what they want but the
Commission’s decision was correct. That decision does not preclude Chibardun from competing
fairly in the marketplace. Rather, it merely holds that if a cooperative wishes to take advantage
of its cooperative status, it may not use the funds (that it is required to return to its patrons in
order to retain its status) for resources to subsidize a competitive entry in a non-regulated
marketplace. The issue is to what extent should a public utility be allowed to subsidize
competitive entrants in the marketplace. The cooperatives attempt to use their patrons’ capital as
additional resources to subsidize nonregulated activities is unfair, contrary to the historic
regulatory compact by which the cooperative utilities have been granted monopoly status, and a
breach of their own bylaws upon which they rely for their tax-free status. Moreover, it is bad

public policy.
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The WCCA offers the following comments to the specific issues listed in the
notice of investigation.
1. Whether the Commission’s patronage capital accounting directives as it concerns
accounts 4520, Additional Paid-in Capital, and 4550, Retained Earnings, and its interaction with
Wis. Stat. § 196.204 addressed in the Chibardun Order should be extended to all ILEC

telecommunications cooperatives, or a portion thereof. If not, whether the Commission’s
Chibardun Order concerning patronage capital accounting should be rescinded.

The Commission’s patronage capital accounting directives addressed in the
Chibardun Order should be extended to all ILEC telecommunication cooperatives. As noted by
the Commission, the bylaws of each of the cooperatives include the same language found in the
Chibardun case wherein patronage capital is defined as having “the same status as though paid to
the patron in cash in pursuance of a legal obligation to do so and the patron has then furnished
the cooperative corresponding amounts for capital.” Accordingly, the conclusion is inescapable.
Patronage capital is not retained earnings. Indeed, when the bylaws address retained earnings,
they specifically distinguish it from patronage capital (see 2 below). The cooperatives cannot
have it both ways. They may not accumulate patronage capital which no one disputes belongs to
the patrons based upon their respective use (unlike a for-profit corporation which holds
accumulated earnings on a per share/ownership basis), and then without any control or regulation
use it to subsidize risky investments.

The Chibardun Order concerning patronage capital accounting should not be
rescinded in this proceeding. Chibardun and Marcus were parties to the Chibardun Order. The
Chibardun Order cannot be rescinded without due process accorded each of the parties.

2. Whether the language in the respective ILEC telecommunications cooperative’s

bylaws influence in any way and, if so, to what extent, the accounting treatment to be accorded
to patronage capital.

The cooperatives’ bylaws are a contract by and between the members and the

legal entity. As such, they define the use and allocation of funds including patronage capital.
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They are the best definition of patronage capital and the accounting treatment to be accorded it.
The bylaws specifically provide that patronage capital belongs to the patrons, not the cooperative
and that the cooperative merely holds the funds as if the patrons had furnished corresponding
amounts for capital. Moreover, the bylaws specifically note that “[a]ll other amounts” received
from non-regulated or non-operating income, shall insofar as permitted by law: “Be reserved as
unallocated retained earnings, and shall not be allocated to the Cooperatives’ patrons on a
patronage basis as part of the capital credited to the accounts to the patrons” and may be “used
for business purposes as determined by the Cooperative.” It could not be clearer that the bylaws
specifically distinguish between what is commonly referred to as “retained earnings” which may
be “used for business purposes as determined by the Cooperative” and “patronage capital” which
will be treated as “though paid to the patron in cash” and furnished to the Cooperative by the
patron for capital. Accordingly, as the bylaws note, patronage capital should neither be
considered retained earnings nor used as retained earnings.

3. In what respects similarities between ILEC telecommunications cooperatives and
for-profit ILECs should influence, if at all, the accounting treatment to be accorded to patronage
capital.

The similarities as well as the differences between ILEC telecommunications
cooperatives and for profit ILECs should influence the accounting treatment to be accorded
patronage capital. The similarities should influence the determination because as an ILEC
telecommunication cooperative departs from its traditional role of a monopoly marketplace
provider it relies upon a corporate structure similar to a for profit ILEC and therefore must accept
the restrictions imposed upon the for profit ILEC and in particular a retained earnings limit on
subsidies. Likewise, the distinction between an ILEC telecommunication cooperative, which is
obligated to return patronage capital to its patrons on a usage basis, and the for profit ILEC

which holds its undistributed profit (margin in the case of a cooperative) is clear. The for-profit
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ILEC has no obligation to return the funds to its shareholders on a usage basis. This is
conclusive as to the accounting treatment to be accorded patronage capital. The distinction
speaks for itself. Patronage capital is not retained earnings.

4. What relevance Wis. Stat. Ch. 185 should play in the accounting treatment to be
accorded to patronage capital.

Wisconsin Statute Chapter 185 provides further support that patronage capital
should not be considered or allowed to be used as retained earnings. Section 185.45(3) describes
that unless the articles or bylaws otherwise expressly provide, the net proceeds (also referred to
as rr\largin) shall be distributed and paid to the patrons. This requires a treatment of patronage
capital which is different than retained earnings. The bylaws of the cooperatives examined by
the Commission are consistent with Section 185.45(3), which clearly creates a distinction from
retained earnings. The proposed accounting rules are an end-around the requirements of this

statute.

5. Whether the treatment or consideration accorded to patronage capital by other
governmental agencies (e.g., RUS), via legal requirements (including court cases or other
directives) or external lenders influence in any way and, if so, to what extent, the accounting
treatment to be accorded to patronage capital.

Treatment accorded to patronage capital by other governmental agencies, legal
requirements or external lenders should be reviewed in determining the accounting treatment to
be accorded patronage capital. While the bylaws are certainly the best evidence of the legal
contract between the patrons and the cooperative, court cases and directives are of assistance in
determining the contractual relationship. On the other hand, external lenders should have
significantly less influence. This applies equally to governmental financing entities.

Moreover, the core of business of the cooperatives is significantly better protected

by treating patronage capital as additional paid-in capital. This is because it provides additional
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stability and security for the financing of the core business. At the very least, this once again
emphasizes the risk of an underfunded subsidiary requiring significant subsidies from its parent.
6. Whether the Commission’s accounting treatment of patronage capital has any

impact, whatsoever, on the ILEC telecommunications cooperatives’ nontaxable status for either
federal or state income tax purposes.

The Commission’s accounting treatment of patronage capital may have an impact
on the ILEC telecommunications cooperatives’ tax status. The issue is whether an ILEC
telecommunication cooperative’s patronage capital can be used to subsidize a subsidiary’s entry
into a non-regulated marketplace. To the extent the non-taxable status relies upon a percentage
of revenue from regulated or non-regulated activities, if the Commission defines patronage
capital (which is the margin from regulated activities) as being part of retained earnings, that
may change the calculation of the regulated and non-regulated revenue, which in turn may
impact a cooperative’s tax status.

7. Whether the Commission should adopt two new subaccounts 4550.1, Retained

Earnings-Patronage Capital Unassigned, and 4550.2, Retained Earning-Patronage Capital
Assigned, and create a new account 4511, Members Equity.

The Commission should not adopt the two new sub-accounts. Adopting the
accounts would result in nearly the entire capital structure being classified as retained earnings.
Also, the terms are confusing and who is to determine what is assigned and unassigned?
Moreover, the Commission has the history of carefully examining what is behind the accounts
and capital structure (see also 191.52(8)). The Commission has removed non-utility assets from
total common equity (see e.g., Notification by Forestville Telephone Company, Inc. That It
Intends To Increase Telephone Rates, Docket Number 2050-TR-101 (1994)). The mixing of
patronage capital and retained earnings raises the same issue and should not be allowed.

8. If patronage capital-related amendments to the USOA are adopted, what should

be the effective date of any such changes. If not adopted prospectively, whether any particular
past date(s) should be utilized.
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Whatever new rule is adopted should be adopted prospectively. The Chibardun
case was commenced five years ago. These issues are not new. The cooperatives have been on
notice. The only reason to adopt a rule retroactively would be to “immunize” previous
subsidization activities that violated Wisconsin Statute Section 196.204(1). This would be
inappropriate.

Dated this 1* day of October, 2002.

FOLEY & LARDNER
By: _@..Ag AQA W
David G. Walsh

Attorney for Wisconsin Cable
Communications Association

Address:

150 E. Gilman Street
Madison, WI 53703
608-258-4269
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